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The Credential of Professional Accountants 





The CPA Program is designed by National Institute of Certified Public 
Accountants using contemporary body of knowledge, comprehensive 
curriculum, quality courseware, case study method and rigorous 
examinations. The candidates will be exposed to inter alia Accounting 
Standards (Indian, International and US GAAP), Management and 
IT interface, Information Systems Audit, Business Strategy and 
Management Control Systems. Pig2 +9 
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Enter Commoditizatio 


(E POR te: 
~The annals of business history are replete with examples of new 
industries that succumbed to the natural laws of business as it evolves. 
The recent burst of the tech bubble demolished the notion that the tech 
industry had drastically altered the foundations of economy and 
therefore the new economy would remain immune to the business cycle 
forever. 


In the formative stages of their evolution, industries deliver 
disproportionately high returns relative to others. As the players 
stampede, intensive price wars tend to follow. And when the industry 
matures it becomes increasingly difficult to be different. The products 
transform themselves into commodities. This process known as 
commoditization was evident time and again in many industries that 
arose and stabilized. Industries such as automobiles, electronics, 
telecom and PCs have gone through the evolutionary process. 


It is increasingly debated as to whether the IT industry, the 
harbinger of the tech era is also witnessing the commoditization phase. 
If so, what are the implications for the mcumbents and what does it 
portend for the future. The cover story IT Industry: Towards 
Commoditization’ dwells on these crucial issues. 

In the post-Enron scenario, businesses are performing forensic 
analyses of the excesses of the recent past. Attempts are also being 
made to understand how business sans ethics jeopardized the 
businesses. The article ‘Management Consultancy: Time for few new 
ideas’ examines the role of consulting in business failures. Corporates 
spend a fortune on these consulting services and their failures make the 
cynicism expressed in Dilbert cartoons look real. The prescriptions of 
the consulting community overthe years too lend credence to the story. 
Only yesterday were the corporates advised to concentrate on their core 
competence. Many companies took this seriously and got rid of those 
businesses that they deemed non-core. The present prescription is to 
de-risk the business, which inter alia suggests companies to diversify to 
combat the risk of concentration. It seems the circle is complete. 

Another article on corporate strategy, ‘Big Businesses: Survival 
Conundrum’ analyzes why big companies failed to sustain. Size is a 
double-edged sword that companies shall use with cautious diligence. 

Against the backdrop of attempts to embrace the floating stock- 
based construction of stock market indices in India, the article ‘Indian. 
Stock Market Indices: To float or not to float?’ analyzes the possible 
implications for the Indian stock markets as well as the corporates. 


During the dotcom boom of the late 1990s, companies put greater 
emphasis on intangible assets. It was an era where physical assets were 
thought to have very little significance. This belief gained widespread 
acceptance as the new economy torchbearers like Cisco and Enron 
turned out stupendous performances. But with the euphoria over 
dotcom slowly dying down, companies are realizing the importance of 
‘physical’ assets. The article Tangible Assets: Inherent virtues’ 
emphasizes the point lucidly. 

Indian Railways crosses one more milestone as it completes its 
150th anniversary this year. However, that is hardly a reason to 
celebrate. The organization which forms a common link between India’s 
diverse cultures and religions is today in dire financial straits. 
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LETTERS TO THE EDITOR 


Congratulations 


Kudos for the Bankinz Survey which was very mteresting 
(Analyst, April 2392). The survey reveals the present 
developments in the sector. To compete with the new private 
sector banks, the PSBs must upgrace themselves and come 
cut of the shadow of Gcvernment protection. Can I expect 
more such surveys -r. the future? 


Prashant Kumar 
New Dellu 


Good Effort 


I am an avid reacer of finance and business magazines. I 
have always felt thet the Analyst stards apart from the crowd 
end the April issue af the magazine has reinforced my belief. 
J found the banking survey very interesting and insightful. 
Specially the contribctions from various industry players added 
a lot of color to the survey. Their first hand account of the industry 
was very informative. My thanks to the Analyst team for putting 
ın such an effort and I hope that they will keep up the tempo 


Malathi Srinivasan 
Bangalore 


Rating Issues 


The article on t2? rating agencies and their effectiveness 
In gauging corporaze efficiency was very informative. Credit 
ratings given by these agencies ıs one of the major factors m 
making the investnacnt decision. Thus a failure on their part 
to accurately assess the prospects of a company could have 
long-term repercussions to a large number of investors. 


Kiranmayee Chowdhary 
Kolkata 
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IT Industry: Towards Commoditization ... 15 


Price considerations have played a major role in eroding 
product differentiation in the IT industry. In the West, it is 
quality and the features of the product that drive the 
purchasing decision. However, in the case of developing 
countries like India, price considerations have always 
played a crucial role in influencing consumers’ decisions, 
ceteris paribus. With new entrants in the marketplace, 
bringing in products with similar features yet with limited 
price differences, competition has intensified. With 
increased price wars and continuous technological 
progress, the industry is moving towards commoditization. 
Commoditization, today is akin fo a strong tidal wave 
sweeping all the segments of the IT sector. Some sectors 
like hardware, which were relatively weak, were washed 
off earlier. And other foundations like the software sector 
are witnessing the blow now. 
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cially Responsible Investing Reflecting the economic pulse? ........... 34 

A conscience call ..n.ccssccccssessesesesesors 28 | APM i 

Most investors have a concern for | Caught on olly grounds? „senese sann 64 

social and environmental causes; 

few of them try to work towards | CASE STUDY 

them. Socially responsible investors | Indian Stock Market Indices 

are those few who invest for a CAUSE | Ty float or not to float? amonenn 67. 


and try to make the corporate world 
more responsible to the society at 
large. And the good news 1s that 
thew numbers are growing. 


BY INVITATION J 
Corporate Governance in Banks 

Setting new standards .......sssscsssessscees 36 
Indian Railways 


Low Inflation 


No 1088, nO gain „.eressesmossessrsanenersossoreessss 40 
The low inflation scenario in India 
has neither created enthusiasm in 
the corporate sector nor has it 
consumption 
propensity in the household sector. 
Is low inflation leading India to a 
deflationary situation? 


The Indian bourses are debating 
whether to shift the mdex calculation 


methodology from market 
capitalization to the internationally 
popular free-float method. 
CORPORATE STRATEGY 
Management Consultancy 

Time for few new ideas ....cccssessecrees 31 


The history of consultancy business is 
replete with examples of failures 
outscoring winners. AT&T’s 
continuing troubles and more recently 
the disgraceful collapse of Enron, all 
tell a sorry tale about the profession. 


-Will the idea machines generate a few 


fresh, and winning ideas? 


Big Businesses 
Survival conundrum ....ssoccseserseseseenees 58 
While experts are still shad nen with 


reasons for Enron’s collapse, th 





premature. deaths of several 
giant-sized organizations raise 
serious concerns about size. 
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Signs of revival 

Accor ding to a survey 

dore y the CIl-Ascon. 

there are clear signals of $ 
revival in the domestic & 
econoriy..Over 50 percen- 

of manufacturing sectors- 

exhibited a:‘moderate growth’ during 
April 2001-March 2002 cempared to the 
previous fiscal and may pick up during 
Apni-June 2002, if the Government takes 
necessary steps to hasten reforms. 
However, the survey did not reveal 
sectors, which are taking the lead as the 
actual hgures for April 2001-March 2002 


ate stil in the process of ccmpilation. 
<  Thestudy covered 116 manufactunng 


and 12 service sectors. It says the policies 
needed further streamlining for 


~imprzving growth in the industry. The 
: proposed spending on infrastructure and 
road development projects.would help ' 


kick-start grow th in related manufacturing 
segment, it adced. The survey further 
revealed that 65 out of 116 sectors—nore 
than 56 percent in the manufacturing— 
have exhibited a moderate growth of up 


' to 10 percent during April 2001-March 
2002 compared to: the-same period. 
previous year. Fifteen sectors have. 


shown higher growth rates from 10 to 20 


percer.t and six sectors have shown. 


excellent growth of over 20 percent. 
Arour.d 30 sectors have shown negative 
growth. `- 

The survey painted a: an excellent 
growth for the cellular 3ervice sector 
which grew by 80 percent, housing 


finance (33 percent) and. software 


- services (3D percent), but services in 


"export cargo ‘and leas: ng and hite 


‘ purchase dechned. 

However, it painted a grim picture of 
- exports. Only five of the 4& exp3rt sectors 
had shown excellent growth as against 
nine in thë previous year while 34 sectors 
‘had moderate to negative growth. There 


- + "was an increase in auto'tyre exports due 


‘to excellent growth in the passenger: car. 


segment. ‘The survey’ cited-competition 
from China, free import under Indo- 
Neral-Treaty, duplication of brands, 


- manufacture and sale .of--spurious 

products -at -cheaper -prices -and ; 

. ~ harmcnization of specification standards 
`- for the grim growth. 


& 


-economuc growth should 


Buoyant economic growth 
According to IMF, the 


remain buoyant in India 
this year and next, as the 





global economy is 
recovering from a 
downturn. It reported in its semi-annual 


World Economic Outlook that India’s 
economy should grow 5.5 percent this 


- year, and 5.8 percent in 2003. India’s 


strong performance was attributed in 
pact to the fact that the country is less 
reliant on external trade than many of its 
neighbors, although lower confidence 
has led to a marked decline in exports and 
slower growth in 2000. The service sector 
is expected. to strengthen in India this 
year, and agricultural production, forecast 
to reach record levels, should help 
compensate for lower external demand 
and industrial production. Industry body 
FICCI says, the buoyant economic 
growth will attract more FDI over the 
next few years mainly due to a relatively 
high economic growth rate by world 
standards and large untapped markets. 


Top.investment banker’ . 
According to Prime Database: year-end 
league table, DSP Merrill Lynch has 


„emerged as the largest investment 


banker ın fiscal 2001-2002 by managing 
public, rights and international capital 
market operations worth Rs. 31.921 bn. In 


- percentage terms, this works out to 89 
. percent of the total market of Rs. 35.876 bn, 
.In absolute terms, of the 18 public 


offerings, DSP Merrill managed five. JM 
“Morgan Stanley stood second, managing 
issues worth Rs. 16.527 bn (46.1 percent) 


» amounting to three of the total offerings. 
- In the segment of open offers and 


buy-back too, DSP Merrill had the 
largest-share with Rs. 25.917 bn, closely 


followed by JM Morgan (Rs. 20.183 bn). 
- Of-the 101 open offers/buy-back issues, 
~ DSP managed.16 and JP Morgamnine. The 


list of top five large investment banks in, 
terms of value of issues managed during 


_last-fiscal also includes Kotak Mahindra ~ 


‘Capital Company Ltd. (Rs. 4.536 bn), 


ABN-Amro Securities India Pvt. Ltd. ~ 
» (Rs: 8.340 bn) and ICICI Securities and ` 


Finance Company Ltd. (Rs. 11.201 bn). In 
the case of international capital market 


offerings, DSP Merrill has been ranked as 


. family-owned businesses 
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the top investment banker, handling 
three out of the five issues. It handled 


- Dr. Reddy’s listing on the New York. 


Stock Exchange. DSP Merrill also 
managed the country’s first 100 percent 
book-building issue for Bharti Tele- 
ventures. 


Family business under threat 
According to a study by McKinsey, the 
next 10 years will see most 


coming under threat 
because of conflict of 
interests among members | 
of families. McKinsey’s 
Director Ashok Alexander 
says family-owned businesses must 
introduce-best practices and lay down 





‘clear rules on governance and leadership. 


Around 80 percent of the Indian | 
companies are family-owned. The study. 


‘ mcluded 30 leading family-owned 


businesses in the couritry. “The family- 
owned businesses are giving lip-service 
rather than bringing in best practices. The 
study reveals that these Indian firms are 
severely threatened. Such businesses are 
moving towards third-generation 
ownership, the most critical phase. 
However, their counterparts in the West 


.had been wiser in this-regard and had 


introduced best practices. Only seven 
percent of the fully family-owned 
businesses have survived beyond the 
third generation. The study suggests that 
building leadership among family 
members and defining their roles within a 
family are the key to success. Also, family 


‘members who remain outside a business 


should not try to exert much influence. 


' Shakeout in television sector ` 


The number: of color television 
manufacturers in India would drop to six 
from a current 15 by 2005 as smaller 
players struggle to keep costs under ” 
control, Bays the Managing Director of 


Philips. India Ltd., K Ramachandran. 
- Apart from.Philips, major color television 


manufacturers in the 5.3 million Indian 


,market include BPL Ltd., Videocon 


International Ltd., LG Electronics Inc., 


..Sony Corp. and Samsung Electronics Co. 


Ltd. Says Ramachandran, “I see a 
shakeout happening in the next three 
years.” = 
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International 


Tech blues 


The world’s biggest 
computer company, IBM 
issued a surprise earnings 
warning, its first in more 
than 10 years, causing a 10 yA Bed obey 
percent slide ın its share 
price as hopes for a recovery in IT 
spending faded and dragged down the 
Dow Jones and NASDAQ stock indices 
IBM’s profit warning dashes tech 
recovery hopes. The first-quarter 
revenues would be at least $1 bn below 
estimates. Earnings per share would be 
66-70 cents a share compared with Wall 
Street estimates of 85 cents. Revenue 1s 
expected to be $18.4 bn to $18.6 bn, 
compared with consensus estimates of 
$19.65 bn. Big Blue’s bombshell affected 
other technology companies as investors 
pulled out of computer stocks and 
reassessed optimism earlier this year that 
corporations would increase their 
spending on information technology. 
Some analysts argued that the warning 
could sigmify larger problems. During its 
last analyst conference ın January 2002, 
IBM had announced that some large 
customers had delayed purchase 
decisions but it expected those to be made 
in the most recent quarter. “This warning 
could be worse than ıt looks because IBM 
had been banking on those deferred 
purchase decisions to boost the first 
quarter, and it looks like they did not 
come through,” says Bob Djurdjevic, chief 
analyst at Annex Research, a US IT 
consulting company. 


Japan business sentiment ‘flat’ 

It seems there 1s no end to the decade long 
Japanese recession. The business 
sentiment remained flat in the first 
quarter of 2002, disappointing 
economists who had been expecting the 
first improvement in 18 months, says the 
survey from the Bank of Japan. The 
figures may indicate that Japan’s cyclical 
recovery could get off to a slower start 
than expected, in spite of the 
improvement in the US economy, the 
weaker yen and lower Japanese 
inventories The survey closely watched 
diffusion index for large manufacturers, 
which remained steady at minus 38, 
indicating that for every 100 companies 
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Signs of turnaround 


Most economies ın the Asia-Pacific region have experienced a sharp fall-off in 
growth since 2000, but are now showing signs of a turnaround, says the 
International Monetary Fund in the World Economic Outlook (WEO). Recent economic 


indicators have generally provided encouraging signs about the prospects for 


recovery. Increases in semiconductor prices, orders, and shipments over recent 
months, together with the broader strengthening of activity now appearing in the 
US and other advanced economies, will support export performance and industrial 
production in Asia. Production has already picked up in a number of countries 
including China, Korea, Malaysia and Thailand, as has consumer and business 
confidence. Financial sector indicators have also been generally positive. In 
particular, most equity markets have recovered from the September 11, 2001 shock 
and continued to rise in 2002, and bond spreads have declined to below their early 
September levels and shown little reaction to the turmoil in Argentina. Strong 
economic fundamentals have also allowed many regional economies to use 
macroeconomic policies ın support of recovery, the report says. 

The IMF projected that activity in almost all countries ın the region is expected to 
pick up in 2002 and gain further strength in 2003. Among the newly mdustnalized 
economies, the recovery in global activity and in the electronics sector should 
support modest growth in Hong Kong SAR, Singapore, and Taiwan Province of 
China in 2002 following sharp downturns in 2001, and firmer growth is expected in 
Korea. The IMF forecasts that India, Pakistan and Bangladesh would grow 
respectively by 5.5 percents, 4.2 percent and 3.9 percent in 2002. Growth in China 1s 
expected to be about seven percent ın 2002, supported by robust domestic demand 
Meanwhile, growth in Australia and New Zealand has held up relatively well during 
the global slowdown. l 


that were optimistic, 138 were pessimistic. 
Many economusts had expected the index 
to edge up to minus 36. The survey also 
indicated that Japan’s large 
manufacturers intend to cut capital 
spending by 8.4 percent in the coming 
year, showing that expectations of a 
robust and sustained recovery are thin. 


Profits fall to 9-year low 

UK’s manufacturing profitability was 
slashed last year to its lowest level in 
almost a decade as the global downturn 
hit demand and sharpened competition. 
Official figures highlighted the 
excephonally hard tme manufacturing 
has been facing. The country’s 
profitability had been declining since 
1998, depressed by the strong pound. The 
global economic slowdown forced 
businesses to cut margins still further 
while markets shrank. The Office 
National Statistics (ONS) says 
mar.ufacturers’ net rate of return fell to 
5.5 percent last year, down from 
8.7 percent the year before and a 1997 
peak of almost 12 percent. Profitability 
was at its lowest since 1992. Service 


businesses’ rate of return fell by 0.7 
percentage points to 13.2 percent las 
year, the lowest since 1995 The ONS says 
retalling and wholesaling had a gooc 
year, but profits elsewhere were weaker 
Both sectors were hit by high energy 
prices. The profitability of UK continenta_ 
shelf companies—oil and gas 
producers—fell slightly but remainec 
histoncally high at 34.3 percent. Douglas 
Godden of the Confederation of Britisr 
Industry, the employers’ body, says 
“The decline in profitability of bott 
manufacturers and service companies 
over the past few years presents one 
more reason not to add any more taxes 
on business.” But manufacturing leaders 
complain the damage has already beer 
done. They argue that years of low profits 
have forced manufacturers to abandor 
investment plans essential to their 
long-term competitiveness. By the final 
three months of last year, manufacturing 
investment was down by almost 1C 
percent. m 
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Merger street 


Shell acquires Pennzoil- 


Quaker for $3 bn 
Royal Dutch Shel, the pang =F 
Ang-o-Dutch oi] giant S2 Jel 
mcved to strengthen ite ie A 
lukrizants busmess witk f EP 
the $29 bn acquisition of Pp 
Pennzoil-Quaker State 
Company, the leading. 
metcr of manufacturer. Shell is offering 
$22 in cash per Pennzoil share, valuing the 
equity at about $1.8 bn Shell will also take 
on Pennzoil’s debt of $1.1 >n. The deal will 
make Shell a leader in the glcbal 
lubricants brard, while also 
strengthening its US orl products 
busmess. Pennzoil 15 the world’s leacing 
‘indzpendent lukricants company, 
boasıng a range of wel-kncwn brands 
such as Jiffy Lube. Pennzoil-Quaker Gate 
was formed in late 1998 through the som- 
off of Pennzoil’s marketmg, 
manufacturing and fast oil change 
buscnesses and its subsequent mei ger 
witk. Quaker State Corporation. 
Alravugh the company has a leacing 
pos:ion in its markets, =f was generally 
viewed as foc small ta compete with 
larger integrated oil groups in the long- 
terrr.. Shell has been hunting for an 
acquisition in the US for some time, 
although its recent efforts have 
concentrated more on producers of 
natural gas. Pennzoil-Cuaker is on2 of 
the -eading auto consumer products 
company with a substar tial vortfolin of 
auto and heavy machinery oil 
preducts. Salomon Smith Barney 
advised Shell, while Morgan Stanley 
advised Pennzoil. 


Indian M&As tn 2001-2002 


Despite the slowdown <n the economy 
there was a marginal pick-up in the 
quentum of merger and acquisi-ion 
activity in India im the ‘ast fiscal. There 
were 1344 M&A dzals worth Rs. 35.360 
cror2 announced in fiscal 2001-02 as 
compared to 1,477 deals aggregating Rs. 
33.649 crore during the previous fiscal, 

according to the Centre for Monuto-ing 
Ind:an Economy. The new factor in f.scal 
2091-02 was disinvestment, which made 
up for over 10 percent of the total 
amount. A pick-up in open ofer and buy- 
backs also -spurred mergers and 






$r 


acquisitions. The number of open offers 
was the highest ever in the last three years 
wth 98 open offers berg announced in 
2001-02 amounting to Rs. 4,788 crore of 
waich 30 were by multinationals. Of these 
some 24 could resultin delisting if the offer 
is successfully concluded. The remaining 
six were on account of change in 
management. Buy-back activity too 
spurted with 30 open offers during the 
fiscal, amounting to Rs. 2,509 crore The 
Central Government was able to secure 
Rs. 3,881 crore through the disinvestment 
of its stake ın companies and hotel 
properties, thus accounting for over 10 
percent of the total quantum of M&A. The 
largest contributor towards M&A activity 
was the communications industry 
followed by chemicals and the financial 
services sector. Consolidation initiatives 
by Bhart, BPL and the Birla-Tata-AT&T 
ccmbine saw M&A deals of over Rs. 7,000 
crore. The chemicals industry, which 
includes pharmacueticals, witnessed 198 
deals aggregating Rs. 3,289 crore. Some of 
the high profile deals included the Rs. 256 
crore acquisition of German Remedies by 
Zydus Cadila and Pharmacia’s acquisition 
of Abbott for Rs. 91 crore. The financial 
services sector too saw increased 
acquisition achvity ın the latter half of 
2001-02 led by the ICICI and ICICI Bank 
merger. 


Deutsche Börse to buy 


Clearstream 

Deutsche Borse, the -- 
owner of the Frankfurt : 
Stock Exchange has 
acquired the approval of 
83.2 percent of its 
shareholders for the 
takeover of Clearstream, 
the Luxembourg-based settlement house 
and depository. The company, which 
owned half of Clearstream, paid €1.6 bn 
for the balance owned by the 93 banks in 
the Cedel consortium. Clearstream will 
abmost.double Deutsche Borse’s revenues, 
adding about €600 mn to the €760 mn 
Deutsche Borse reported for 2001, 


according to analysts. The announcement - 


finalizes the controversial takeover, 
which prompted JP Morgan and UBS 
Wartburg to threaten to remove their 
business from Clearstream. Deutsche 





Borse has spent the past three months 
carefully ensuring the votes of other 
shareholders. Clearstream 1s one of two 
European international central securities 
depositories, the other being Euroclear, 
controlled by the Paris-based exchange 
Euronext. Last year Clearstream 
considered merging with Euroclear to 
create a pan-European clearing and 
settlement powerhouse similar to the 
Depositary Trust and Clearing 
Corporation (DTCC) in the US Deutsche 
Borse used its 50 percent of Clearstream 
to veto this option, drawing criticism 
from the European Securities Forum, a 
lobby group that argues that horizontal 
market structures are more efficient. 
Company sources maintain that the deal 
would create “a highly effiaent, low-cost 
securities processing chain.” 


SCH to buy Santiago stake 


Spanish financial group Santander 
Central Hispano (SCH) 1s to buy the 
Chilean Central Bank’s 35.4 percent stake 
in local bank Banco Santiago after an 
attempt to sell the shares on local and 
international markets was called off due 
to lack of interest. According to the 
Chilean Central Bank there was strong 
interest from international investors in 
the auction, but not enough to “assure an 
adequate level of liquidity for the stock.” 
SCH has an option dating back to May 
1999, under which it is required to buy 
the stake if the Central Bank is 
unsuccessful in selling the shares before 
May 15, 2002. SCH already owns 43.5 
percent of Santiago. The Central Bank’s 
stake will cost SCH some US$ 670 mn 
and will increase its exposure to Latin 
America, where it already controls 10 
percent of the region’s banking industry. 
SCH will increase its stake in Sanhago to 
78.9 percent through acquiring the 
Central Bank’s stake and that 1s more 
than the 66 percent required to merge 
Santiago with SCH’s other Chilean 
subsidiary, Banco Santander Chile. 
Although Santiago and Santander Chile 
are among the most profitable banks in 
Chile and the benefits from a merger 
would not be that great, SCH is hkely to 
merge the two banks as part of its 
regional strategy to cut costs and 
increase efficiency as per analysts 
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Cendant to buy two real estate 
firms for $390 mn 


Travel and 
- real estate 
É, cENDANT real estate 
Cendant Corp announced that it would 
buyout NRT Inc. from its partner in the 
joint venture and also acquire Arvida 
Realty Services. The company also said 
that it would pay $230 mn to buy NRT 
from Apollo Management, and would 
take on about $300 mn of debt, which ıt 
will retire. NRT, a residential real estate 
broker with 850 offices and 45,000 agents, 
was a joint venture started by Cendant 
and Apollo in 1997. Cendant also said its 
NRT unit will acquire for about $160 mn 
cash Florida-based Arvida, a residential 
real estate brokerage, from The St. Joe 
Co. Combined, the two deals are 
expected to add to Cendant’s 2002 
earnings by 2 cents a share, as per 
company sources. 





BP to increase stake in Sidanco 
BP is to spend $375 mn (£260 

mn) to increase its stake in 

Sidanco, the Russian oil 

company, from 10 to 25 3 aiff 
percent, ın a move that " 
underlines its “confidence in ae 
Russia’s improving business 
environment”. BP 1s buying the extra 
Sidanco shares from Alfa Bank of Moscow 
and Access-Renova, a US-Russian 
investment group, with which it has hada 
bitter wrangle. In 1997, BP paid $484 mn 
for 10 percent in Sidanco, only to see that 
company’s chief asset, the Chernogorneft 
oil field, disappear into the hands of 
Tyumen Oil (TNK), also controlled by 
Alfa and Access-Renova, in a 
controversial bankruptcy case. Last year, 
BP got Chernogorneft returned, and had 
its contract to manage Sidanco renewed 
for another three years Since then it has 
been negotiating for a bigger equity stake 
commensurate with the management 
time and effort it has put into Sidanco. The 
deal could be a stepping stone towards 
further investment moves by the UK- 
based oil group. Alfa and Access-Renova 
still control 56 percent of Sidanco. 


TRW board rejects $6.7 bn 


takeover bid 

Defense contractor and auto parts maker 
TRW Inc. advised shareholders to reject 
Northrop Grumman Corp.’s sweetened 
$6.7 bn takeover offer, calling the US 
defense giant’s bid financially madequate. 


TRW said its board 
"me unanimously voted 
d TE to reyect the hostile 
$53 per share, all- 
stock bid, which Northrop submitted 
after revising its initial $47 per share offer. 
TRW’s board said the new offer 
“continues to undervalue TRW’s business 
and 1ts opportunifies,” and said the 
company’s current plau to accelerate its 
debt reduction and spin off its automotive 
parts business would offer shareholders 
more long-term value. The shareholders 
are to meet on April 22 to-vite ön 
whether the board should pursue the 
transaction. 


Centrica strengthening its 
hold in US 


The invasion of 
North American 
energy markets 
has taken place 
with Centrica, 
UK’s biggest gas and electriaty supplier 
purchasing two Texas-based power 
suppliers from American Electric Power 
(AEP). Centrica has agreed to pay $133 
mn to $153 mn for the two companies, 
Central Power and Light and West Texas 
Utilities, which supply 850,000 residential 
and small business customers. AEP will 
continue to own the power stations and 
transmission networks delivering 
electricity to Centrica’s Texas customers. 
Texas 1s one of the few US states going 
ahead with energy liberalization after 
the Californian power crisis and the 
collapse of Enron The deal cannot be 
completed until July without AEP falling 
foul of accounting treatment rules 
triggered by its merger in 2000 with rival 
US power group Central and South West 
Corporation. The selling price to 
Centrica wil be finalized when the Texas 
sales can be completed. The sale by AEP 
of Seeboard, the UK electricity supplier, 
has also been delayed for the same 
reason. Centrica entered the North 
American market in 2000 when it paid 
£406 mn ($586 mn) to buy Direct Energy, 
the Canadian energy supplier. It wants 
to have 10 million North American 
customers by the end of next year. It 
currently supplies gas to 900,000 
customers and electricity to another 
400,000, two-thirds of them in Canada. A 
further 600,000 electricity customers 
have agreed to switch to Direct Energy 
when Ontario opens its power markets 
to competition next month. 


centrica 
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M&A ROUNDUP 


EU clears $6.4 bn Bayer deal 
Bayer AG won a 


green light from the 
Bayer @Pivropean 

Commussion for its 
€7.25 bn ($6.38 bn) 
purchase of Aventis CropScience, on 
condition ıt divest product lines worth 
€600 mn. The acquisition will boost 
Bayer’s crop-protection business to the 
number-two spot in the $30-bn-a-year 
worldwide agrochemicals market, 
behind Switzerland’s Syngenta AG . 
Bayer now ranks seventh. For France’s 
Aventis SA and Schering AG of 
Germany—which has 24 percent of 
CropScience—-the deal represents a 
strategic refocusing on higher-margin 
pharmaceuticals. After a four-month 
investigation, the European Union’s 
competition watchdog concluded that 
the deal as originally structured would 
have been anti-competitive, but spin-offs 
of certain products—notably 
insecticides—agreed by Bayer made it 
acceptable. Both the Commussion and 
the United States have been reviewing 
the transaction to ensure that the 
combined firm will not dominate any 
one of the many markets ıt supplies. 
Bayer said it expected clearance from the 
US Federal Trade Commission shortly. 


Deal drought and investment 


banks 


JP Morgan Chase and Merrill Lynch 
reported declines in first-quarter 
earnings reflecting the deal drought on 
Wall Street and other bear market 
factors. JP Morgan’s net income in the 
quarter fell 18 percent from last year to 
$982 mn (£682 mn) its eighth straight 
quarterly decline. Merrill’s net earnings 
were $674 mn, down 26 percent from 
2001. The results compound a run of bad 
news for both banks. JP Morgan ıs 
fending off criticism that it helped Enron 
disguise the extent of its debts. Merrill’s 
research analysts have come under fire 
from the New York state attorney- 
general for recommending stocks they 
privately disparaged. Lack of mergers 
and acquisitions hit both companies. 
Advisory revenues fell 44 percent to 
$191 mn at JP Morgan and 35.6 percent 
to $183 mn at Merrill. = 
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The Bank for International Settlements (BIS) is an international organization which fosters 
international monetary and financial co-operation and serves as a bank for Central Banks 


The BIS acts as: 


* A forum to promote discussion and facilitate decision-making processes among Central 
Banks and within the international financial community, 


¢ <A center for economic and monetary research; 
¢ A prime counterparty for Central Banks ın their financial transactions, 
e Agent or trustee in connection with international financial operations 


' The profile describes BIS, its work, and that of the various groups operating through the BIS. 


° Organization and governance. 

* Forum for international monetary and financial co-operation 
* Center for monetary and economic research. 

* Bank for Central Banks. 

* Agent and trustee . 

Functions 

The BIS functions as’ 


* A forum for international monetary and financial co-operation where Central Bankers and 
others meet and where facilities are provided to support various committees, both standing 
and ad hoc; 


° A bank for Central Banks, providing a broad range of financial services; 


¢ A center for monetary and economic research, contributing to a better understanding of 


international financial markets and the interaction of national monetary and financial policies, 


e An agent or trustee, facilitating the implementation of various international financial 
apreements 


The BIS operates the Financial Stability Institute (FSI) jointly with the Basel Committee on 
Banking Supervision. The BIS also hosts the secretariats of the Financial Stability Forum (FSF) 
and the International Association of Insurance Supervisors (LAIS). 


Banking Services 


Among -ts corporate objectives, the ‘BIS is committed “to. serve as a prime counterparty for 
Central Banks ın their financial transactions, by providing an appropriate range of banking 


- services and maintaining its reputation for absolute confidentiality and security.” 


The 3IS accordingly offers a wide range of banking services specifically designed to assist 
Central Banks in the management of their foreign exchange and gold reserves The BIS also acts 
as a banker to, and manages funds for, various international financial institutions. 


The BIS does not accept deposits or is permitted:to make advances to governments or open 
current accounts in their name. 


Forum for. Central Banks 


The BIS provides a forum to facilitate co-operation between Central Banks on policy issues 
relating to monetary and financial stability Most of the related activity is prepared, co-ordinated 
or implemented by the Bank’s Monetary and Economic Department One important function m 
this regard is the provision of Secretariat Services for the various committees and working 
groups of Central Bank officials who meet on a regular basis to work on particular policy issues. 
Such services are also provided for ad hoc meetings of senior Central Bank officials organized by 
the BIS on specific topics of interest to particular Central Bank constituencies A number of 
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regular meetings for 'Central Bank governors and senior Central Bank officials take place on the 


a ca occasion of the meetings of the BIS Board Meetings for senior Central Bank officials are also 
organized in Basel as well as in other regions of the world on specific issues such as the operation 

Research Activities of monetary policy, the structure and functioning of financial systems or international financial 
market developments. 

Other aonvines In addition to the specific tasks to support the various committees and groups of experts, the 
Monetary and Economic Department conducts research and policy analysis to support the 
activities of the Central banking community working with the BIS 

Basel Committee 


About Basel Committee 


Finally, the Department encourages the smooth exchange of information amongst the Central 
banking community participating in its various activities. This includes the development, 
maintenance and operation of various databases covering a wide range of topics such as 
macroeconomic and international financial statistics; institutional arrangements underlying 
Central Bank operations, and mformation concerning technical assistance and training for Central 


Basel Capital Accord Banks from transition economies -~ 
Basel Committee ; 
Publications The Basel Committee, established by thé Central Bank Governors of the group of ten countries 


Financial Stability Institute 


at the end of 1974, meets regularly four tumes a year. It has about 30 technical working groups 
and task forces which also meet regularly. 


The Commiuttee’s members come from Belgium, Canada, France, Germany, Italy, Japan, 
Luxembourg, the Netherlands, Spain, Sweden, Switzerland, United Kingdom and United States. 


About FSI Countries are represented by their Central Bank and also by the authority with formal 
responsibility for the prudential supervision of banking business where this is not the Central 
nee Bank. The present Chairman of the Commuttee is William J McDonough, President and CEO 
of the Federal Reserve Bank of New York. 
The New Basel Capital Accord 
Publications and Statistics 


Regular Publications 


BIS Papers 


Committee Publications 


In December 2001 the Basel Committee on Banking Supervision announced a revised approach 
to finalizing the New Basel Capital Accord and the establishment of an Accord Implementation 
Group Previously, in June 2001 the Committee released an update on its progress and highlighted 
several important ways in which it had agreed to modify some of its earlier proposals based, in 
part, on industry comments. 


In January 2001 the Basel Committee on Banking Supervision issued a proposal for a New 
Basel Capital Accord that, once finalised, will replace the current 1988 Capital Accord. The 
proposal ıs based on three mutually reinforcing pillars that allow banks and supervisors to evaluate 
properly the various risks that banks face. The New Basel Capital Accord focuses on’ 


Working Papers * minimum capital requirements, which seek to refine the measurement framework set out in 
the 1988 Accord _ 
tnt saat aeacdl * supervisory review of an institution’s capital adequacy and mternal assessment process 
ence * market discipline through effective disclosure to encourage safe and sound banking practices 
stics 
Financial Stability Institute 
Other Publicati The Bank for International Settlements and the Basel Committee on Banking Supervision 
erase RES jointly created the Financial Stability Institute (FSI) in 1999 to assist supervisors around the 
world ın improving and strengthening their financial systems 
What’s New 


Financial stability ıs crucial for sustained economic growth and cannot be achieved without 
strong financial systems. Weak financial systems can destabilize local economies, making them 
more vulnerable to external shocks, and may threaten global financial markets 
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PERSPECTIVE 


Tangible Assets 


Inherent virtues 


The burst of the dotcom bubble has proved that the essence of intangible assets lies in che strength of the real sector. 


ne growth of the Internet and the 

ayfe about the news economy has 

orcmpted many management 
gurus to lay a strong emphasis on 
building strong intangible assets. The 
esser.ce of their argiment is that 
compamies should buld competencies in 
areas such as design. supply chain 
management and brani building and 
leave the ‘dirty’ job of constructing and 
runring factories to contractors. Indeed, 
the s-elar performance cf zompamues like 
Ciscu and Enron in the 1990s, provided 
strong support ‘or this erzument. With 
the fa] of Enron, which barnt its fingers 
while attempting to convert itself from a 
brick and mortar to a new economy 
outh: this argument loo<s very weak. 
On the other hand, the ecod ald ‘smoke 
stack companies, with :heir physical 
assets loox safer to inves:crs, even if they 
do not offer superlative rezurns. 

In ther enthusiasm to 
prozcunc the virtues cf 
intanzible assets, whet 
constants and academics 
seer bo have forgotten :s 
that life cannot go oa 
without physical goods. 
The brush and paste with 
whica we start the day, the 
morring coffee we have, 
the Lreakrast, lunch and 
dinner we eat all involve 
‘tang-ble’ items. We ride 
to the office in ‘physica’ 
vehicles. A modern office 
consis:s of ‘physical’ asses such as chairs, 
tables, workstations, air-conditioners and 
ceffe2 vending machines. True, we do 
consume s2rvices such as Internet access, 
bank-ng, courier and harcuts. But 1f we 
carefu ly reflect, we would realize that we 
consume muck. more 27 goods than 
services. This argument is applicable to 
both developing ana developed 
countries. In developed countries, 
services account for a major portion of 
the GCP. But this does not imply that 
people in these countries do not need 
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A point often 
overlooked is that it 
is usually much easier 
to evaluate the 


quality of physical 
assets than of 
intangible ones 





physical goods. It only means, physical 
production has shifted to low wage 
locations. The point to note is that someone 
has to manufacture goods. The enhre world 
cannot operate on a ‘virtual’ paradigm! 

When Enron decided to move out of 
electricity generation into electricity 
trading, ıt thought ıt was being smart. 
Indeed, before its recent collapse, it was 
quite arrogant towards the bigger 
companies in the energy industry, which 
owned a lot of physical assets. Former 
Enron CEO, Jeff Skilling once commented 
(Fortune, December 24, 2001) on old 
economy companies, “These big 
companies wil topple over from their 
own weight.” Today, Enron has toppled 
but many of these old economy 
companies still exist! Moreover, 
companies like Cisco, which have been 
considered the ultimate experts in 
strategic outsourcing and supply chain 
management were left 
clueless when the US 
technology sector recently 
went into a slowdown. 
This forced them to take 
massive write-offs. 

A point often 
overlooked ıs tnat ıt is 
usually much easier to 
evaluate the quality of 
physical assets than of 
intangible ones. Physical 
assets can be valued with a 
fairly high dezree of 
accuracy using different 
methods such as book value, market 
price or replacement cost. But valuation 
of intangible assets like brands involves 
several assumptions, which often turn 
out to be wrong. In many cases, there 1s a 
huge gap between projected and actual 
cash flows. Moreover, the accounting 
practices of companies built around 
intangible assets are often controversial. 
For example, AOL capitalized its 
advertising expenditures for several 
years arguing that they were capital 
investments. The dividing line between 
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expenditures, which will yield a one time 
benefit and those which will yield benefits 
over a period of time 1s extremely thin. In 
the case of the ‘smoke stack’ companies 
on the other hand, accounting practices 
can be much more transparent. 

It is time to take the brick and mortar 
companies more seriously. These 
companies may not look that glamorous. 
Tney may also not achieve super normal 
g-owth rates. But they are safer bets. 
Taey have physical assets lıke real estate 
and plant and equipment, which cannot 
evaporate even 1f the markets crash! 
T aese assets can generate cash during bad 
times. And cash, as we all know, 15 the 
ultimate hedge against risk. But 
intangible assets such as corporate 
reputation can vanish overnight 1f things 
g> wrong This is exactly what has 
happened with many of the new 
economy outfits. So, has the tme come to 
sey “Three Cheers” to the brick and 
mortar companies? m 


AV Vedpuriswar, Dean, 
ICFAI Knowledge Center, Hyderabad 


Q 


Reference # 1-2002-05-01 


CHARTERED FINANCIAL ANALYST ° May 2002 





POTO 


TADA’s prototype 


The new law against terrorism, POTO, has evoked consternation among India’s intellectual elite. There is a fear that like TADA, 


it will also victimize innocent people. 


i nacting laws cannot solve 
i problems, nor can problems be 
solved by providing for a different 
and more drastic procedure for 
prosecution of certain crimes. Terrorist 
groups are using modern technology 
with ruthlessness in eliminating their 
adversaries. The agencies fighting them 
need strong laws and proper equipment 
to deal with them. Terrorists have 
rendered over five lakh persons 
homeless in our country and 54,000 lives 
have been lost ın the last 15 years. 

The Terrorists and Disruptive 
Activities (Prevention) Act (TADA) had 
become so discredited that no 
government could think of extending or 
reviving it. After its lapse in 1995, the 
Union Cabinet approved on October 16, 
2001, the Prevention of Terrorism 
Ordinance (POTO). The explanation given 
by the Indian Government for 
implementing POTO was that after 
September 11, terrorism has attained 
global dimensions and India has to 
comply with the United Nations Security 
Council Resolution 1373 of September 28, 
2001, enjoining member-states to 
undertake comprehensive measures to 
deal with terrorism. The battle against 
terrorism is justified because terrorists are 
following the path of violence mercilessly. 

The main argument about the 
anti-terrorist legislation 1s that itis not that 
there is an intention to misuse it, but that 
there ıs a possibility of such misuse. Its 
predecessor, TADA had a long reign of 10 
years, from 1985-1995. It was the most 
misused and abused anti-civil liberties 
legislation since independence. POTO also 
faces possibility of such misuse. The 
Congress party was instrumental ın 
creating a host of dreadful laws like: PDA, 
DIA, MISA, NSA, TADA etc., in the past 
and these Acts were misused by the party 
to suit its political contingencies. 

POTO defines terrorism as: “An act 
done by using weapons and explosive 
substances or other methods in a manner 
as to cause or likely to cause death or 
injuries to any person or persons or loss 
or damage to property or disruption of 


essential supplies and services or by any 
other means necessary with intent to 
threaten the unity and integrity of India 
or to strike terror many section of the people.” 

Section 3(1) of the Act defines a 
terrorist as somebody with the “intent to 
threaten the unity, integrity, security or 
sovereignty of India or to strike terror in 
the people...” who commits violent acts 
by “using bombs or other explosive 
substances or... other... poisons” etc., to 
cause death, injuries, or damage to, 
“property or... supplies”... to be used “for 
the defense of India ...”. 

We already have the National 
Security Act, the Unlawful Actvities 
(Prevention) Act, and the Armed Forces 
Special Powers Act that are sufficient to 
deal with any situation thrown up by 
terrorists. The maximum punishment for 
commuting a terrorist act is death, and 
the minimum punishment is five years’ 
imprisonment. If the Government had 
wanted to term terrorism as an offense, it 
could have done so by making it as an 
offense under the Indian Penal Code 
(IPC). Under our Conshtution, acts of 
violence like murder, arson, bomb-blasts 
and even hijacking can be dealt with 
under existing laws. 

The question that arises in the mind 
is—was there a need for POTO? It is sad 
that POTO, like its predecessor TADA, 1s 
perceived as an additional instrument of 
state harassment. Under POTO the 
Government has banned 25 organizations. 
It is really a big question whether it can 
actually stop or reduce terrorism. It even 
covers or rather compels journalists to 
disclose all information regarding any 
person or persons perceived by the police 
as terrorists, with provision for 
imprisonment from a period of one year 
to 10 years for failure to do so. Under 
POTO bail 1s denied to an individual until 
he is found not guilty. 

POTO has evoked consternation in 
India’s political and journalist world. It is 
not that we do not need to fight 
terrorism, but the fear is, hke TADA it will 
victimize innocent people through 
unwarranted detention and harassment, 


PERSPECTIVE 





promote irresponsible polang, and thus 
damage the credibility of the legal 
system. This in turn can only lead to more 
discontent and aggravate the phenomenon 
of sub-state terrorism, which actually 
POTO is meant to fight. POTO has thus 
become a harsh preventive detention 
law, which reverses the burden of proof 
and permits the harassment of anyone 
the government considers undesirable. 
The government can tap or intercept any 
communication, including electronic, 
wireless, oral or other messages from 
anyone suspected of indulging in a 
terrorist offense. The intercepts are 
admussible as evidence in court. This 
provision can easily be used for harassing 
and intimidating political opponents. 
Laws such as POTO give the police the 
option of not investigating crimes and 
painstakingly gathering evidence. Mere 

can be charged with “terrorism” 
and detained for years. It is ronie that our 
law enforcement agencies have become 
notorious for their bias. A government’s 
fight against terrorism has to be 
accompanied by checks on law 
enforcement agencies. It would be ironic 
if a law that seeks to attack terrorism ends 
up terrorizing the innocent. mi 


Dr. Ajit Kumar, Faculty, ICFAI 
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grut IJdyog Limited, the country’s major 
car manufacturer was in the news 
recently, thankfully for all good reasons. 
The <ompany, after a string of losses for 
the est couple of years, has bounced 
back to profit making ways in the fiscal 2001-02. The 
company posted profize of around Rs. 55 crore during the 
finencial year as against a loss of Rs. 269 crore in the 
previous fiscal. Another reason why the company has 
been in the news fcr some time now is that the Government 
afte: dabbling jor long ^as finally decided to go for divesting 
its stake in the comparry in favor of a suitable partner, most 
probably the Suzuxi Motor Corporation of Japan. 

This PSU, which -s a joirt venture between the 
Government of India and Suzuki Motors of Japan, once 
enjcved the status of rear mor.opoly 
with a 70 percent merket share. But 
wita the entry of several fcreign 
carmzkers in the domestic market, the ride has not been a 
smcoth one for this Fome-grown company. Another 





problem that has beer distrac-ing its socus in the last. 


several years is the dispute between the Government and 

Suzuki over the stake sale. This also added to the shrink in 

the market share o: the company, as it was unable to take 

an the competition in equal measures (ie., by bringing 
better models into the market). 


nfcsys Technologies, the Indian software bellwether 
has managed rc exceec its awn revenue and 
earnings guidarce. For the quarter that ended on 
March 31, 2002, Infosys posted a 16 percent rise in 
net profit to Rs. 210.32 crore (Rs. 181.57 crore) on an 
income of’Rs. 680.13 crore (Rs. 561.87 crore). For the full 
fiscal up to March 2002, net prof-ts rose ky 28.5 percent to 
Rs. 808 crore on a 37 percent rise in total income to Rs. 
2,60) crore. The conaibution from Infosys’ top five 
customers was 24.4 percent as compared to 24.1 percent in 
the last fiscal, with the top 10 contributing 39 percent as 
against 33.3 percent in the last fiscal and only two clients 
accounting for more than five dercent of revenue. une 
company has cne cf the most 
deriskec modes, and this 
divecsifies the revenue seam ` 
and reduces the dependence 
of the company on any particular clients. The addition of 
‘;new clients, 29 of them this time, which are an imperative 
to maintain future grow-h momentum, is healthy. 
The operational per-crmance during the fourth quarter 
was marked by pressur2 on Operating Margins (OPM) due 


to the pricing factor. addition of 29 new clients and good™ 


volume growth. Morecver, the initiatives for Business 
‘Process Management (BPM) and IT outsourcing were 
‘launched and marketinz of systems integration services 
begar. during the quarter. The boerd has recommended the 
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Some of the major reasons for 
the company’s turnaround 
include its aggressive roll-out of 
many new variants (like Versa, 
Baleno, Alto, and Wagon R) 
across categories such as mid- 
raage, small-range and Small 
Utility Vehicle (SUV), aggressive 
brand promotions, intrgduction 
of special variances of Maruti 
80), etc. This apart, the company adopted several 
innovative production practices and systems, which 
improved the quality substantially. Optimum utilization 
of production lines, outsourcing of low value added jobs 
ani substantial reduction in material handling also led to 
improved productivity. It also started the restructuring of 

its human resource to reduce the extra 





M t R evs Ahe ad workforce and increase the efficiency 


level. 

Financial restructuring also helped the company to a 
great extent to return to profitability. Maruti’s financial 
strength helped it to obtain funds below the Prime Lending 
Ra to‘meet its short-term borrowing requirements. Lower 
yen rate was one of the prime reasons for lower cost of the 
company. The results are definitely going to give a strong 
boost to the disinvestments process of Maruti. And the 
socner it happens the better it will be for this ubiquitous car 


major. 
Sharad Mishra 


approval of the members in the 

ensuing annual general meeting 

and.a resolution for increasing the ‘of 
maximum limit of Foreign | 

Institutional Investors (FII) 
investments in the company to 100 
percent of the paid-up equity share 
capital of the company. _ 

When the quarter ended on 
March 31, 2002, the Company swapped 55,00,000 
common stock in Yantra Corporation, USA (Yantra) for a 
fully paid warrant. Accordingly, Yantra is no longer a 
suksidiary of the Company as per the Companies Act, 
1956 as on March 31, 
2002. There were no 
investments during the 
quarter that ended on 


POWEPED BY INTELLEC? 
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March 31, 2002. During the quarter that ended on June 30, 


2001, the company invested Rs. 103.20 mn in Workadia, 
Inc, USA (Workadia) purchasing 22,00,000 fully paid 
Ser.es-B convertible preferred stock, par value of US$ 
0.0902, at US$ 1.00 each (adjusted for stock splits). 
Warkadia is involved with providing comprehensive 
customizable business Intranets through browser 
accessed hosted portals and also offers consulting services 


` to nelp customers select and deploy their Intranet 


applications, content, and ‘services. 
‘Abhishek Agrawal 
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Price considerations have played a major role in eroding product differentiation in the IT industry. 
In the West itis quality and the features of the product that drive the purchasing decision. However 
in the case of developing countries like India, price considerations have always played a crucial 
role in influencing consumers’ decisions, ceteris paribus. With new entrants in the marketplace, 
bringing in products with similar features yet with limited price differences, competition has 
intensified. With increased price wars and continuous technological progress, tite industry i 
moving towards commoditization. Commoditization, today is akin to a strong tidal wave sweeping 
all the segments of the IT sector. Some sectors like hardware, which were relatively weak, were 
washed off earlier. And other foundations like the software sector are witnessing the blow now. 
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{We understand that the only competitive 


9 : advantage tne company of the future will have 


is is ability to learn vaster than its 
en 
~ Arie DeGers of Royal Dutch/Shell 


en Michael Dell, a 19-year old 
; ‚college dropoxt, planned to 
‘bulld Dell * Computer 


`, Corzoration in 1934, witha start-up 


capital of $1000, the first seeds of 
. commoditization ‘were sown in the 
tecnrology business. ‘The IT industry, 
wher2 a few limited brands like HP and 
` IBM vuled the roost, was never easy to 

ente7 for a new plaver as entry barriers 
wer2 high. But the gradual 
trans-ormation of the industry towards 
following a-standard platform, that 


-steacily laminated produc: differentiation, 


fostered commoditizazion. Though 
companies like IBM had th2ir own de facto 


market share, systems technology’ 


starte2 becomir.g vendor-speaific: In the 
' eighties, IT companies tried to maintain a 
. strcrg bondage by uniquely bundling 


- “hardware and software products before 
packaging. This created a market where . 


different*parts of the computer were 
` assembled and sold at a price cheaper 
` thar the branded companies. For 
example, Dell did not produce computers; 
it cny assembled the software, the 
. hardware and the monitor and marketed 
it. Following. the footsteps of Dell, various 
‘othe> computer vendors, like Gateway 
and Compaq dived into the business. This 
_ outscrirced-based mocel gradually 
"‘transf&rmed a produztinip a commodity. 
. Commoditization, whica is a natural 


outcome of intensive compesition and - 


tecknological progress, appeared: to be 
_ evident in the IT sector. 

- As more and more’ competitors 
entered the technology business, profit 
margms started Aaa and the scope 





of product differentiation diminished. 
Increased competition. gracually led to 
companies producing simila- products at 
lower costs. Thus turned in a market very 
simular to the telecom or automobiles 
industry. 

' However, both enterprises and 
consumers required the assurance that 


the products of the different vendors did. 


not require massive reinvestment. 
Bypassing the dominant sys7em of using 
computer vendors to sell mass-produced 
<omputers,-Dell started the trend of 
selling custom-built computers directly to 
end-users. This model eliminated 

-esellers, retailers and other costly 


:ntermediary steps togeth2r with the 


industry’s most efficient procurement 
and distribution process. Though Dell 
was built’ on the foundations of 
commoditization, ironically, it became a 


strong brand. Losing the fight, the 


market giants in the PC segment like HP 


and IBM, surrendered to the low-cost 


lezder. Since then, commodrtization has 
continued to dominate the industry. 


Brand equity vs. price 
Probably, it was because of 


commoditization that global majors were - 


expenencing negative growth as the US 


economy went into recession. Dell- was. 
the only-company that was sittng pretty on _ 


rofits. This was reflectec when the 
worldwide PC market ex perienced 


negative growth for the firs: time since - 
1986. Among the global vendors, barring: 


Dell, which recorded a rise i its quarter- 
on-quarter growth, all the other major. 
vendors saw a sharp decline in therr PC 
shipments. The worst hit was Compaq. 
With a positive gròwth, Dell managed to 


grab the number one position by 


toppling Compaq. Comments Dr. Ashok 
Jhunjhunwala, Head, Telecommunications 
end Computer Networks group (TeNeT) 
at IIT Madras, “For large zorporate/ 


” "Commoditization of a service: 
. oriented industry like IT is not 
possible and a small drifttowards 
commoditization due to a slight 


| change in the market scenario does 


not reflect that:the entire industry is 
beading towards commoditization.” . 


., ` Manoj K Agarwal, 
Director, IIHT. Network Lid., 
DES A India 


insttutional customers and about twò 
percent of homes, brand 1s important, 
For middle and small size business.and 98 | 
percent of homes, the price and utility is _ 
most important. Affordability is the key. 
Branded products, if not affordable, will 


_ not be used.” 


However, Ravindra Datar, Senior 
Analyst—IT Services, Gartner India 
Research & Advisory Services, feels, 
“Branding 1s still very important in every 
business including the technology 


business. Without brand recognition and 
` brand value one’s range of products and 
services becomes indistinguishable.from - 


those of other. vendors and the 
competition focuses solely on price 


leading to a fierce- ‘Price war that bleeds 


everyone involved.” Disagreeing with . 


_ the idea that brand erosion 1s taking place 


in the technology sector he notes that it is 
becoming increasingly important to.build 
strong competitive differentiators and - 
use these to build brand value to make ' 
one’s business relatively immune to . 
pressures on pricing. Itis important to be . 
able to convince the buyers that they 
should be looking beyond cost. In.the 
complex global markets, where low price 
canbe easily. matched or surpassed by an 
aggressive competitor, it is a strong: 
reputation and brand recognition that 
will help companies build sustainable 


competitive, positions in the global- 


markets. 

- Emphasizing on the brand strength’ 
Ashok Kumar, MD, Lotus Strategic 
Consultants Ltd., Mumbai; opines that 
had it not been for strong brands like 
Dell, and IBM, it would not have been 


. ‘possible for these companies to achieve 


such astounding success in technology 
business. He observes, “One would 
guess that Dell’s Direct Access Model 
(DAM) is damning all other vendors in 
the business. Dell, with its aggressive 
pricing and direct model continued to 
increase its market share at the cost of 
Compaq, while IBM piggybacked on its 
strong services-and ‘e-server’ strategy- 
that helped it to increase its global market 


` share.” 


However, the Indian scenario is 
totally different with pricing becoming a 
crucial factor. The hardware industry, 


_ Which is dominated by the unorganized. 


sector (comprising mostly of very smal] 
outfits, which assemble readily available 


_ parts), has little space left for the branded 
players. 


The numbers speak for 
themselves: The unorganized sector 


presently has around 60 percent market 


share. The remaining 40 percent is shared 
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between the MNC (23 percent) and the 
Indien brands (17 percerf. Due to lower 
prices the unorganized sector has 
managed to dominate These players 
manaze to buy the compcnents at lower 
prices, possibly without paying any taxes 
at al And, once the assexbled computer 
is sola they also manage to avoid the 
excis2 duty. “This gives the unorgaruzed 
sector leverage as compared to the 
branded industry,” says Kumar. 

Fence, ıt 18 the sheer cost 
com:patitiveness that is providing the 
unorganized sector an edge over the 
branded products. Anotner reason for 
the preference of assembl2d products ma 


marketplace like India is the purchasing ` 


powa2r of the consumers. Notes 
Jhunjrunwala, “Affordabrity m India 1s 


very dfferent from taatof m the west. ` 


Most -T manufacturers do noz consider 
this.” As most of the branded products 
are bghly expensive compared to those 
sold by the unorganized sector, ıt makes 
sense for a price-conscio13 consumer to 
buy ar. assembled PC, ignoring the other 
supenor kenefits Gf anv} offered by a 
branced product, which ere hardly put 
mio deily use. 

This is a phenomenon typical to a 
country like India The reason lies ın the 
econcmuc condition of Gasumers who 
largely belong to the middle class As the 


trade-o-f between purchasmg power and - 


the prizes of PCs is very less, there is only 
one deasive factor that d2zermunes sales, 


i.e., price of the product: However, had , 


the prices been quite less campared to the 
‘income or purchasing power of the 
‘consumers, perhaps, they would have 
preferred branded proctcts. This has 
largely encouraged commoditization in 
-the industry. According to Professor 
Madfk uchanda Bhattact aryya, Indian 
Statistical Insititute, Bangalore, “The 
household sector still prefers to buy 
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assembled computers, >ecause of the 
price difference (althougn there is some 
attempt to bridge the gep) and relative 
flexibility.” 

Mano} K Agarwal, Director, HHT 
Network Ltd., Noida India, says, 
“Branding in the case of technology 
business gives certain amount of 
confidence to the buyer atout factors like, 
after-sales service, availability of spares in 
future, technical support (Help Desk), 
upgradation in future and above all it 
gives a feeling of ‘gettrng the same for 


which paid’.” This is very important, 


especially in the segments where 
awareness about techno-ogy is low. In 
countries like India, where technology 
has reached the users much before the 
awareness about the same, he feels that 1t 
ıs very important to buy branded 
products from the “true: technical 
company” which helps the-user in getting 
the right product as the requirement and 
not on the basis of budget only. Drawing 
a strong analogy, Agarwa. points out, “In 
the actual user-segment, everyone 1s 
-usmg, the same ‘knife’ irrespective of the 
fact whether one has to chop ‘vegetables’ 
or .‘meat’. The IT solutions/systems are 
not sold.on the basis.of the 
requirement cf the user but 


the buyer. This is due to the 
fact that- majority of the sellers 
~are even unable to analyze the 
true requirement of the user 
versus. machin2/solution.” In 


play very ajor roles, 
vm this director 

- Simular is the scenario in 
online markets and with 
Internet customers. Although 
price-cutting :s becoming a 


on the basis oi the budget of 


such .a scenario, branding, _ 
technical assistance etc., can 


provided users are informed _ 
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“The Indian workforce is very 
technology savvy, skilful and can 
easily adapt after requirement- 


specific training is provided. So India 


should take the risk of the product 
market in a phased manner.” 


Prof. Madbuchanda Bhattacharyya, 
ISI, Bangalore 





reckoning phenomenon of online 
markets, branding still maintains a key 
feature for Internet consumers. Argues 
Professor Prithviray Dasgupta, Computer 
Science Department, University of 
Nebraska, Omaha, “Established brands 
with proven reputation are likely to 
attract more consumers than unknown 
or less reputed brands that offer low and 
attractive prices” An example of this in 
the online book purchasing market could be 
Amazon Inc. (hittp://www.amazon.com). A 
comparitive search on the top five book 
titles in the New York Times bestseller list 
reveals that Amazon.com charges 
slightly higher prices than less reputed 
online merchants for each of these titles. 
However, Amazon.com compensates for 
the number of buyers it loses due to the 


‘higher price by having a dedicated 


customer base who always purchase 
from Amazon. Moreover, it has an 
excellent reputation as an online 
merchant, which is essential in a partally - 
secure environment like the Internet 
where there is no physical interaction 
between the consumer and the seller. 
The technology sector 1s also showing * 


- a similar trend. Brand names such as Dell 
“and Gateway-still charge slightly higher 


prices, as their-Website stores reveal, than 
unknown or less reputed brands. 
According to-Dasgupta, “The reason for 
this is that, well-known brands are 
guaranteed to attract at least some 


. customers by virtue of their reputation. 


Therefore; although price-cutting has 
been arrongoing trend since the inception 
of e-commerce; price-based’ competition 


. alone ‘cannot replace brand reputation.” 


Quality of the product and the-features 
provided thereby also make a significant 
difference. 

Undoubtedly, it is debatable whether 
well-known brands are better 
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performing than the unorganized sector. 
Price still looks to be a decisive factor in 
developing countries where markets are 
not mature enough with the IT industry 
facing increasing challenges of 
commoditization. Over a period of time, 
as markets grow and mature, only 
quality sells. Certainly, brand ensures the 
protection of the quality of the product 
and price. If the price becomes a decisive 


factor, it might affect the quality also. 
Implications of 
commoditization 

Wherever the tidal wave of 


commoditization sets in, rapid erosion of 
margins 1s the first impact on the vendors. 
In the absence of any major 
differentiation, cost becomes the only 
differentiator leading to fierce price wars 
that harm all the vendors ın the long run. 
There 1s also the possibility of sub- 
standard products and services being sold 
at lower prices by unscrupulous vendors, 
thereby harming the credibility and 

of other serious vendors in the 
business. But selling sub-standard 
products and earning windfall gains, can 
only be a short-term strategy to survive 
in the market. Adds Datar, “The cost of 
marketing and selling products and 
services are also higher in a 
commoditized market, further affecting 
the bottom line of the vendors. 
Moreover, in an effort to minimize 
competition, there will be the threat of 
aggressive mergers and acquisitions in a 
commoditized market. This is especially 
true when the market is not growing ata 
pace that ensures sufficient business for 
everyone. 

In the Indian context, the dominance 
of the giant companies, like Microsoft, 
IBM and Dell, is leading towards 
commoditization. Asserts Ashok Kumar, 
“Itis very difficult to imagine why a large 
Fortune 500 company that uses say 
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KPMG for its audit, consulting, 
investment banking, environment 
management, quality control arid a host 
of other services should shift to an 
Infosys unless they are offered a 
significant price reduction.” Soon the 
global biggies will add development 
centers in India to match costs (they are 
already doing so). Again 
commoditization follows. Add to that 
high-end players like IBM and HP getting 
into consulting and it starts resembling a 
mad scramble for business. 

As commoditization grows, this will 
lead to an end of monopoly power. “It 
will open up the market to more 
competition and last but not' the least, 
help in establishing standards across the 


industry,” says- Dasgupta. This will - 


encourage manufacturers across 
different sectors of the IT industry to 
develop compatible products and thus, 
promote growth in 1 phe industry as a 
whole. 


Hard-hit hardware 


The IT hardware sector can be segregated: 


into at least two parts, one being the low- 
end computing machines with largely 
standardized configurations across 


vendors and the other being high-end. 


computing machines built for specialized 
applications. Beyond these two, one also 
needs to take into consideration products 
like microprocessors that are used to 
build these machines. Says Datar, “In case 
of microprocessors, there ıs a lot of brand 
consciousness even among end- 
customers largely due to the brand 
building initiative by a major vendor of 
microprocessors.” While cheaper 
versions may be available, one still sees 
customers looking for that particular 
logo when they buy a computer. 
However, for the very high-end 


computing machines, though cost is a’, 
- deciding factor, other factors such as the 


ability to meet specific 
functionality requirements is 
also important, rather more 
important, in most cases. “At 
that level one sees higher brand 
loyalty with little scope for 
commoditization,” asserts 
Datar. 

While some kind of 
commoditization is happening 
in the low-end computing 
machines, the trend of 
commoditization being valid for 
high-end machines is rather 
minimal, though rising. The 
low-end machines are largely 





“Ht is the volume and ease of access 
for everyone to the technology from 
the point of cost effectiveness 
„which is behind increased 

- commoditization.” 


| KR Trilokekar, Vice-President, 
DDE ORG Systems Pot. Ltd, 
Bangalore 


used for standard applications and have 
standard configurations to be able to 
perform- those operations, giving rise to ‘ 
scope for commoditization where one 
vendor’s product- could be 
indistinguishable from another if the 
brand label is covered. This is also the . 
reason for a flourishing gray market for 
these kinds of machines where cost is a 
major decisive factor. 

Price plays a major role in buying such 
machines where configurations are 
largely similar, making brand-based ~ 
premium pricing difficult. While a few 
major. brands do appeal to certain kinds 
of customers who might be willing to pay 
a premium to buy a recognized brand, at 
a broad level, the market-is getting 
commoditized. 

Though brands provide the customer 
a sense of quality assurance, the 
unorganized sector of today, is equally 
equipped with the latest technological 
devélopments to convert the hardware 
industry from a product to a commodity. 
It is always the element of quality that a 
consumer looks for, in a branded 
product. Over years, the unorganizec 
sector has proved that brands like IBM or 
Compaq can hardly provide features 
significantly better than assemblec 
products. Asserts KR Trilokekar, Vice- 
President, DDE ORG Systems Pvt. Ltd., 
Bangalore, “It is the volume and ease of 
access for everyone to the technology 
from the point of cost effectiveness whicl 
is behind increased commoditization.” 
Says Kumar, “There is very little difference 
in terms of capabilities and performance 
in the hardware sector when brands are 
compared to assembled computers.” 

Moreover, no single company 
manufactures the entire system on its 
own. Each company produces one or twc 
basic parts, which are assembled togethe- 
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and sold as a complete system Several 
regions/companies heve emerged as 
leaders for various products. Examples 
are Intel for microprecessor chips, 
Malaysian and Tarwane3e companies for 
prirted circuit boarcs and other 
electronic parts and so on. The 
commoditization of hardware has 
pushed down margins drastically Most 
proc users operate on wafer than margins 
and rely on volumes to generate profits. 
Opines Kumar, “Ccmmon sense 1s 
that when the margims are low the 
smartest thing 1s to ccncentrate on 
volumes. Therefore, tae hardware 
industry in India 1s going :o bea game of 
volumes especially in the PC segment In 
the nær future, possiblity of consolidaton 
in th2 industry seems 1m-riner:t.” 
According to Agarwal, “Lack of 
technical awareness 1s a major reason 
behind the growing fossibility of 
commoditizat.on in zhe hardware 
sectcr.’ A parallel example ts the telecom 
sector, he feels. In th:s sector, the pager 
industy 1s at the verge of dying a natural 
death as against the nrobile industry, 
whica is flourishing despite the fact that 
even in the developed countries like 
Japan and US, both coexist Till date, 
peovie in India failed to understand the 
importance of both tke 
technologies. They just 
compere the messagirg 
serv.ce with two-wey 
communication service 










The commouitization of 
hardware has pushed 





printing machine. Naturally, one neglects 
Important attributes I-ke computing 
power, math co-processor, bus-width, 
data size, etc.” This leck of efficient 
utilization makes a computer more a 
commodity than a product. 

Agarwal observes another significant 
reason for the commoditizaticn of the 
hardware sector. Itis the presence of non- 
serious players In the gray market, 
many players are in tne business of 
selling hardware just for the sake of 
do:ng some business. Sone of them sell 
hardware in the summers and woolen 

clothes im the winters. 


These are the players, 
who ere mainly 
responsible for 


commodit zation in the IT 


and the cost differenc2 |. down margins hardware sector. Asserts 
oea rE 1s es wo drastically. Most ie atin ers pe IT 
pager does not have tke ardware industry as a 
facthnes of a mooue, it hes producers operate on | whole hasnot done much 
indian market could net | Ware? Sia reangias and | eee se about vicious 
appreciate rely on volumes to issues related to hardware 

Lack or understanding amongst the masses.” 
aboui the usage 1s another generate profits Adds Agarwal, “As the 
reasor for growing industry ıs passing 


commoditization. In the fast growing 
segments like home users, Small Office 
Hom2 ‘Office (SOHO) etc.. the users are 
not aware of the aczual usage of the 
compucers (uuhzation cf features 1s as 
low as 12-14 percent). For example, in the 
SOHO segment, pecple are not 
concerned about the processing/ 
mar.pulation of data Sut are just 
concerned wita only reports. Says 
Agarwal, “I have scem many users 
gettinz satisfied with tn2 printing of 
balance sheet (using Word Processor) 
than inderstanding the 1mportance of 
genereting the same usmg a Financial 
Acccunting Software Pacsage. At times, 
the carputer system ıs used merely as a 
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tnrough a ‘Settlement Paase’ globally, 
this 1s the right time to Hash out’ non- 
serious players by implementing a 
szrious drive towards =mproving the 
awareness among users/buyers.” 

The other side of tke coin is that 
commoditization prevents development of 
monopoly power withir the industry 
According to Dasgupta, “Commoditizaton 
helps in controlling monopoly, opens up an 
industry to competion end encourages 
development of new end improved 
teckuuques.” Besides, comm ditzation in the 
hardware industry has been going on for 
over a decade. 

The principal reason behind 
commoditization ıs the availability of 
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"There is very little difference in terms 
of capabilities and performance in 
the hardware sector when brands are 
compared to assembled computers.” 


Asbok Kumar, MD, 
Lotus Strategic Consultants Lid., 
Mumbai 


specifications in the public domain. In the 
software sector, this has had widespread 
acceptance in the form of public domain 
operating systems such as Linux and its 
variant flavors, and public domain 
application software such as StarOffice. In 
the hardware sector, commoditization in 
the last few years has helped in bring 
down monopolistic prices. It has also 
enabled smaller vendors that lack the 
research potential and infrastructure of 
established hardware manufacturers, to 
develop and improve their products 
without re-inventing the wheel or 
redefining an existing standard. “Most 
importantly,” adds Dasgupta, 
“Commoditization has ensured that 
hardware vendors adhere to the same 
standards for manufacturing their 
products.” An example of this 1s the USB 
(Universal Serial Bus) protocol that has 
become the industry standard for 
peripheral/external devices Because of 
the standardization of USB, external 
devices from any manufacturer can 
interact with other devices or, a USB- 
capable computer of any make. 


The software scenario 

The road map to success in the case of 
software sector is a bit different from that 
of its counterpart The traditionally 
accepted economic rule that scarcity 
creates value does not hold here. Says Dr. 
Mahesh Raisinghani, Program Director, 
E-business, University of Dallas, 
Graduate School of Management, US, 
“The difference today 1s that because 
everyone 1s linked, far more software 
products and services gain their value 
from widespread acceptance.” Value rises 
exponentially with market share. Adds 
Raisinghan, “For products that help 
establish a platform or a standard, the 
network effect 1s even more 
pronounced.” And therefore, the more 
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plentiful they become, the more essential 
each individual unit 1s. And thus 
abundance creates value, not scarcity 
Some software companies also tend to 
give up their products to establish market 
share, then sell linked services later on 

Prima facte, the question is whether 
the software services market 1s losing its 
product differentiation advantage that it 
once enjoyed and is a metamorphosis 
towards commoditization happening? 
Indeed, brand 1s more important in the 
software sector compared to hardware 
Asserts Agarwal, “It 1s exactly like getting 
your dress stitched from an expert tailor 
and getting the same stitched from an 
inexperienced one.” Occasionally in the 
second case, the risk of the procured 
software not meeting expectations 1s 
high. Proclaims Agarwal, “Commoditization 
ofa service-onented industry like IT 1s not 
possible and a small drift towards 
commoditization due toa slight change in 
the market scenario does not reflect that 
the entire industry 1s heading towards 
commoditization.” Argues Trilokekar, 
“If Functhonalites, user friendhness and 
cost justification by way of improved 
productvity or savings can be effectively 
demonstrated, commoditization can be 
avoided to a great extent.” 

Despite all these factors, product 
differentiation in the software services 
industry is eroding rapidly. With 
increasing competition, products that 
once delivered unique advantages tend 
to face competition from me-too 
products that could be on offer at much 
lower costs Says Datar, “This is applicable 
to services too where many vendors 
offer similar features with similar 
infrastructure and at similar price levels.” 
The market place does seem to have 
reached a chaotic situation and 
commodiization seems to be evident. 
However, at the same time, 1t 1s 1n such 

















Services. 


quality of products an 


client to justify the higher cost. 


chaotic times that buyers search for 
famılar names that they can trust and 
brand building can make a big difference. 
When everything else is the same, buyers 
are known to have decided in favor of 
brands that they are familiar with and 
have heard good things about. So, while 
the competition is reaching chaotic 
situation, brand building becomes all the 
more important. At the same time, 
customers are not ready to pay higher 
prices for brands. If branded products are 
available at the same price at which other 
vendors are selling, consumers would 
prefer brands. However, companies 
interested in building a brand image 
afresh has to think twice, as the 
mecharusm calls for significant product 
differentaton to avoid commoditization. 
Product differentiation implies huge 
investments n R&D that will in turn be 
reflected in the price of the product. 
Higher prices, without significant 
difference ın product quality and 


“Commoditization will open up the 
market to more competition and last 
but not the least, help in establishing 
standards across the industry.” 


Professor Prithviraj Dasgupta, 
Computer Science Department, 
University of Nebraska, Omaba 





The non-price competitive differentiators in the 
IT marketplace 


e Obtaining globally a aes quality certifications to assure customers of 


Building good service delivery networks either through own expansion or 
through tie-ups with other service providers that can meet the QoS 

. (Quality of Service) standards expected by the customers. 

Investment in R&D to develop differentiable technology and processes to 
establish Intellectual Property rights. 

e Developing reusable components and modularizing products and processes 
to ensure faster time-to-market and better standardization while also 
cutting costs of operation substantially. 

e Refuse to get drawn into price-based comparisons and develop convincing 

competitive differentiators that can deliver enough additional value to the 


Ravindra Datar, Senior Analyst—IT Services, 
Garinei India Research & Advisory Services 


characteristics, could again force the 
company to exit from the market. 

The best example of this seems to be ın 
the Internet services market. While 
America Online (AOL) has been the 
leading home Internet service provider 
over the last few years, more and more 
consumers are shifting to other service 
providers due to various reasons 
including price advantage, package deals 
covering telephony or cable television 
services, attractive promotional rebates, 
etc. Besides, the introduction of 
broadband/DSL communication services 
from home has created an improved 
product for the Internet services market. 
However, the broadband/DSL market 
with myriad providers 1s also not 
experiencing any major product 
differentiahon Customers are willing 
to choose from any provider that 
offers them the basic features, and 
perhaps an accompanying attractive 
package. In developing countries like 
India, price makes all the difference 
For example, pirated versions of 
standard software products are 
available at such alarming cheap rates 
that the customer does not even bother 
about the after-sales service. 

“The prediction is that markets are 
going to grow tougher and a few large 
Indian companies will emerge and 
maintain respectable growth rates” 
foresees Kumar. Today the talk 1s all 
about the big IT companies like Infosys, 
Wipro, Satyam, TCS etc., moving up the 
value chain and emerging as IT 
behemoths. Unfortunately, ıt 1s too 
simplistic and most stories don’t have 
such happy endings. After the burst of the 
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The Brand Power 
= 


Even a couple of decades ago the common perception was that building a good and solid brand bestows excellent 
returns “or a long time. Big players dominated il the major industries: AT&T dominated telecom, Wal-Mart 
costrolled tke retailmg business and IBM dominated the IT industry. The sole motive for any company was to be 
established in the corsumers’ minds. However, since the early nineties, the situation has begun to change. Every other 
week a new brand came up, thereby shaking the very pillars of the decade-old established ones. It is no longer that the 
-| b:ggest firms with es-zblished brand value could continue dominating the mind:space of the consumers based on the 
past laurels. On the contrary, comparies, which were capable of embracing the latest technology in the smartest 
pessible way, started winning the race. Riding on technological innovation and expertise, it is nosil for even a new 
enzrant to create a strong brand identity. For instance, it took only $300,000 for Pierre Omidyar to launch 
Arrazon.com, and hardly any money when two Ph.D. aspirants started creating an Internet index and ended up 
Jaunchinz Yahoo!, ur.coubtedly a strong brand. 

However, the tecknological revoluxion has another side to it as well. The rapid advancement in technological 
pzocesses has led to siznificant price falls, Today’s rational consumer will hardly be loyal enaugh to buy a P&G product 
merely going by the branc without checking the price first. The growing feeling among market experts is that many 
business segments ar2 fast moving tcwards commoditization. That is, when a company’s products and services are 
remarkably similar to that of the competitors in features, marketing strategies and prices, thereby becoming less 
differentiated from tke products of thei- competitors in the minds of consumers. 

A study conducted by Copernicus, < marketing consulting and research firm, points out, “None of the 51 product 
and service categor es studied arc becoming more differentiated over time and 90 percent are declining in 
diferentiation. The categories where iezst brand differentiation was noticed include IT hardware, bank services, credit 
cards and discount stores.” The study made another important observation: In 28 out of 37 product categories, 
consumers viewed low prices to be more important than brand. Dr. Kevin J Clancy, Chairman and CEO of 
Cepernicus notes that unless companies are able to develop value-added brands that set them apart from the 
com etitors in their consumers’ mind, profitability has to be sacrificed. 

Products have a sherter shelf life compared to brands. Over a period of time, products may undergo various levels of 
metamorphosis or they may even vanish. However, brands serve to hold a value proposition in the minds of customers, 
irrespective o- any part-cular product. A recent survey conducted by a group of a are from McKinsey & Company 
suggested that success-ul companies spent 78 percent of their advertising budget on building company brand image, and 
jus: 22 percent on specific product features. However, the less eed companies did just the opposite. 

For example, Microsoft has been spending heavily on brand promotion over the last few years to attach a 
dis:.nguished identit” and gain an image of a more “competent, user-friendly and reliable” company rather than 
popularizing the speztfic products or features. Similar is the story with Oracle that has replaced its regionalized 
advertisement strategy with a global ad agency to build a unified, worldwide brand. Companies like SAP and Baan 
have been successfully marketing “total business value proposition” of products together with the brands. Branding 
enables the company to build up a distinguished image. For example, Dell as a brand is known for value for money 
thrzugh its direct ma-keting process. l 


Som: Gartner Inc. 


dotzərn bubble, the glotal as well as the 
Indian IT companies are hard-hit. This is 
forcing them to im>D.ement more 
siringent cost-effective measures and 
market their products more aggressively 
This may initially lead to consclidation in 
the industry, suffocating the second and 
third der firms and gradually climinahng 
ther.. What eventually happens is that 
the large companies 2nd up with 
offerings without significant 
differentiation. Price war emerges 
between tae top 5-10 focused niche 
plavers that survived and the industry 
thus zecomes commocitized. Though 
there is a reasonable topline and bottom 
lne growth, but the Return on Net Worth 
(RCINW) suffers in the p>ccess. 
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Restoring brand equity 

What can branded companies do to 
combat commoditization? One response 
is better service. Though unorganized 
players domunate currently, they fail to 
provide after-sales-services. The example 
of IBM 1s worth noting. The company’s 
strong brand image has been built 
around its after-sales-service. It is also the 
availability and affordability of better 
application software along with the 
hardware and anytime-anywhere service 
network that can provide companies a 
competitive edge. Provision of superior 
quality at almost the same price as 
compared to that provided by the 
unorganized sector also makes a 
difference. Avers Agarwal, “Providing 


the right product at the nght price, witha 
long-term vision, 1s the only way to gain 
a competitive edge over the also-rans of 
the industry.” It is the lack of vision and a 
myopic approach to business that will 
hinder the also-rans from surviving in 
the long run. 

Another way of building brand 
equity 1s to cater to niche segments. This 
argument is especially valid in a market 
like India. Moreover, the software 
product development market in India, 
catering to Indian needs and 


“requirements, is as yet vastly untapped. 


Opines Dasgupta, “In such a scenario, 
companies that have years of experience 
in a particular sector can use their 
expertise to develop software products 


t, 
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specific to that sector.” For example, 
banking and insurance are two domains 
in the Indian financial sector that could 
benefit ımmensely from software 
product development. This sort of a 
sector-specific approach may enable the 
technology business to tap unexplored 
markets. Each domain has its own 
features, rules, and laws specific to India, 
and there are established Indian 
comparues in these sectors that have been 
operating over several decades. 
Technology companies should try to 
exploit sectors in India that have not yet 
been computerized and could benefit 
immensely by automation of the 
activites. 

“However, observing the present 
slowdown in the global software 
industry, it is very important for 
technology companies to distinguish 
themselves from ‘also-running’ 
lackadaisical competitors,” warns 
Dasgupta. To do so technology 
companies should define their 
technology and product definitively, set 
feasible yet distinctive goals to deliver 
their solutions, and most importantly 
ensure that all their ideas and solutions 
are adequately patented. Once the initial 
product has been launched, technology 
comparues should strive to discover niche 
markets and also identify and build 
customer base that remains dedicated to 
their product. 


Combating commoditization 
All said and done, 
companies like IBM and 
Microsoft have been able 
to stave off the threat of 
commoditization and 
survive as leaders, Can the 
business models of such 
companies be emulated 
elegantly? Definitely, it is 
an uphill task. Indian| _ 
companies hardly have} . © 
any brands at all and with| ` 
increasing price wars 
there 1s very little left for 
the them to emulate 
business models of global IT leaders. 
Asserts Datar, “It 1s umportant to ensure 
that a good PR and marketing 
communications exercise is in place to 
ensure that a critical mass of users is built 
quickly to catch the interest of other 
software developers to develop their 
products and services around the 
product.” In the standards game, the 
product that has more users ıs the one 


that generally becomes the industry _ 


In the standards 


game, the product 
that has more users 
is the one that 


generally becomes: 
the industry 








standard. While the quality of the product 
(with zero bugs and low support 
requirement) is the basic necessity, 
intuitive design to take care of most of the 
user's requirements, ease of use, 
adherence to existing global standards of 
products related to it are other product 
related necessities ın building a strong 
market position. On the commercial side, 
it ıs important to achieve rapid market 
penetration through a good distribution 
network for the product and its allied 
services. This could be achieved through 
tie-ups with major IT services vendors 
and IT consultants while also establishing 
a strong network of product distributors 
in target markets. It is also important to 
give enough marketing communications 
support to the product to ensure higher 
brand recall and therefore, higher 
number of trial users. 
Software companies 
should try to identify and 
build their own niche 
products.” Says Raisinghani, 
“Brand advantage cannot be 
sustained unless a firm 
understands what capabilities 
and competencies are 
‘|needed to build/acquire/ 
leverage to create rich 
experiences.” How quickly, 
efficiently, and effectively 
can the firm execute its 


aey 1s equally ımportant. 


Dell’s direct-to-customer and build- 
to-order business model 1s a good 
example to understand this 
phenomenon. The company’s model 
helps hold down inventories of 
components and finished computers, 
which ın turn controls costs. Companies 
like Dell and Microsoft, which are able to 
successfully leverage on their brand 
name, prove that brand advantage 1s not 
eroding. However, the executives of the 
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“Brand advantage cannot be 


sustained unless a firm understands 
what capabilities and competencies 
are needed to build/acquire/leverage 


to create rich experiences.” 


Dr. Mabesh Raisingbani, 
Program Director, E-business, 
University of Dallas, GSM, USA 


companies able to restore their brand 
equity today must be vigilant and 
continue to prioritize in a dynamic, 
constant changing environment to carry 
forward the advantage to the future. 
Back home, India’s software industry 
has primarily followed the outsourcing 
model. While the industry has grown and 
gamed fame and fortune along the way, 
the reputation of software companies like 
Oracle and Microsoft, which develop and 
sell products, has secluded India’s 
software players from global competition. 
Avers Kumar, “To develop strong 
brand equity, companies should have the 
unique capability of empathizing with the 
customer’s needs, and assisting them in 
both development and marketing of 
products and solutions appropriately.” 
He adds, “In order to acquire global 
reach, products should focus on just one 
industry, unlike many players, who 
attempt to cater to all industries.” They 
should also be careful of not producing 
shrink-wrapped products, but mission- 
critical ones with end-to-end integration. 
Consideration of the various demands of 


the end-users will enable them to create 


higher values for their products and 
services. World-class organizations 
realize the importance that quality plays 
in their bid to move up the value chain- 
Indian companies too need to realize the 
same. The quality mitiative will pay rch 
dividends increasing productivity and 
efficient time management. Over years 
this will lead to reduction in the number 
of defects. The constant focus on quality, 
productivity and efficiency wil manifest 
itself in the form of originality in the long 
run. These aspects will enable companies 
to smoothly sail in turbulent waters 
After all, ıt is nothing but gaining the 
confidence of the consumers in the long 
run. 
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India: Strategic fozus 

Against the backdrop cf the burst of the 
dotzom bubble and _ increased 
commoditization that 1s sweeping the 
harjware as well as the software 
solutions sectors, a queson that ponders 
all minds is where should Indian 
companies focus ar.d specialize in the 
futura? 

‘AThile Indian IT companies have the 
required potential to plunge into both the 
software as well as the Lardware sectors, 
ther2 are a few problems. says Trilokekar, 
“India has not gone inte sroduct market 
mainly because of taxaaon at the input 
level for material taat has to be 
imported.” Again, cost cf production has 
made selling in global markets virtually 
unpossible as economies of scale were 
not echieveble. However, recently, there 
have been changes ın po-icies, which may 
enable the availability cf manufacturing 
expertise compared zo many other 
countries and if infrastructure 1s 
imp-oved India can be globally 
competitive. Undoubted_y, India has a 
large skilled and semi-skilled cheap 
supply oof workfcrce Asserts 
Bhat-acharyya, “The Indien workforce ts 
very zechnolagy savvy, skilful and can 
easily adapt after requ rement-specific 
traizung ıs provided. So India should take 
this sk of plunging inio 
the product market in @ 
phased manner - smel. 
comzonents and cards 
first, then full systems arc 
peripherals.” Cn similar 
lines Jaunjhunwa é 
comments, “The produz: 
market 1s difficult It tak2< 
a lonzer time and a largar 
investment Butin the end. 
the returns of products a-e 
far higher. Of course, ore 
must keep in mind whom 
the products ara meant for, associated 
quality requirements and keeping the 
affordability issue m mind.” 

However, product basiness 1s more 
capital, inzensive compared to software 
services business. And iherefore it 1s 
riskier for a country like India to blindly 
plunge mto 1t. This 1s something that 
Indian companies understand well. And 
this asdect has er.abled India to gradually 
evolve as a IT services hub. While 
expleining the elemert of riskiness 
invelved in preduct bisiness, Kumar 
argues, “In case che products fail to gain 
acceptability, ıt adversely azfects the 
performance and prospects.” However, 
comvarues like Wipro, HIL and Hughes 
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India has vast 
human, industrial 
and technological 

resources but lacks 


the financial musele 
required for product 
development 








that are involved in R&C work equally as 
IT services, and are al3o into product 
busmness. Hughes’ contract with Nokia, 
which entails low billing rates for the 
initial services contrect and further 
payment on the success of the product, is 
an example of risk sharing. Product 
development no doubt increases R&D 
and marketing costs but the returns as 
well as the future growth 1s immense in 
this field To come to the point, India has 
vast human, industrial and technologicai 
resources but lacks the -inancial muscle 
required for product development. That 
explains why Indian IT 
players are better placed 
on services rather than 
products. Says Agarwal, 
“For Indian IT industry it 1s 
advisable to remain in 
service sector due to 
strengths ike manpower 
resources, low cost of 
manpower, large pool of 
English speaking people, 
etc. It ıs tre best choice to 
remain in industry where 
the intellect matters. In the 
software product 
segments, besides intellect, what matters 
more 1s packages, publicity, etc. which 
requires very heavy investment.” 
Moreover, the socia_, political and 
economic structure of India ıs 
considerably different from that of the 
West. Therefore, ın India there are still a 
large number of service sectors, and 
applications within these sectors that 
need to be studied, analyzed and solved, 
preferably with the atd of software 
products Avers Dasgupta, “The software 
product market 1n India isnot only under- 
ublized but un-utized as well. Venturing 
into the software procuct market 1s 
indeed risky.” But entrep-eneurs need to 
venture into ıt, at least ın a small way to 
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“The experience from other industries 
has shown that the IT industry needs 
to become more efficient in bringing 

the cost down to expand the 
market.” 


Ashok Jhunjhunwala, 
Head. TeNeT, 
IIT, Madras 


tegin with, understand the responses and 
needs of the software product market 
and then serve the needs of the market 
gradually. This is because the industry has 
to look for greener pastures in the long 
run. The software services market 1s finite 
and with time and more number of 
players, ıt will inevitably get saturated. 
Therefore, Indian software 
manufacturers must venture into the 
software product market. 

Complacency is something that can 
possibly wipe out all that the industry has 
gained over painstaking years of effort. 
The industry and vendors need to keep a 
constant lookout for emerging threats as 
well as opportunities It 1s not good 
enough to be on the right track. 
Aggressive competition will knock you 
down if you just sit there resting on past 
laurels and are not moving fast enough ın 
the night direction. 

According to Datar, “It 1s important 
for Indian IT Services vendors to move up 
the value chain and apply all that they 
have learnt through years of experience 
in providing services, to develop modular 
or shrink-wrapped solutions.” It is 
important to apply all the knowledge 
gained through service business to 
developing standard solutions that can 
meet the requirements of most of the 
target users and are customizable enough 
to meet the requirements of all the target 
customers with a little adjustment. 
Establishing Intellectual Property Rights 
in process development wherein 
companies can apply their service 
delivery knowledge to developing 
processes is also an 1mportant strategy to 
victory This can reduce time and cost 
requirements in providing a solution to 
the customer. 

Adds Datar, “Productization of 
services is the way forward for Indian IT 
services providers so that they can rise 
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above the pricing game and focus on 
delivering high value solutions to their 
clients.” The benefit of such a product 
strategy 1s apparent from the fact that a 
company spends a lot of money in 
delivering service every time it signs a 
service contract, but in case of a product, 
the money spent on development is 
spent only once but the product 1s sold 
many times over without much 
addifional expenses It 1s also important 
for Indian IT services vendors to move 
from the low-cost approach to selling 
their services to the high value-added 
approach wherein the margins can be 
higher while also generating more 
business for ther downstream volumes 
business 


Lessons from others 

A look at the way many old economy 
companies and industries have moved ın 
various times in their product cycles tells 
that whenever there 1s a clean up in an 
industry after a period of high growth (as 
itis happening in the Indian IT industry), a 
new set of leaders emerge with new ways 
of doing business that fundamentally 
change the rules of competition. In the 
automobiles industry, the 
Japanese car companies 
emerged from the ol shock 
years. In the computer 
industry, DEC emerged 
from the ashes of the 
mainframe business and 
was soon replaced by 
Compaq when PCs gained 
prominence. Look at any 
industry and the story 
repeats itself with very rare 
exceptions lke Intel. Thus 
purely from a historical 
point of view, Indian IT firms have the 
odds heavily stacked against them. 

Says Kumar, “From televisions to PCs 
to broadcasting, this has happened and 
there 1s no sane reason why this should 
not happen in the IT services business.” 
Indian IT companies have to do 
something extraordinary to demonstrate 
that their competitive advantage is 
enduring. To be fair, Indian IT companies 
have done an excellent job in adopting to 
change. “Unless Indian IT companies 
reinvent themselves, in another five 
years they will become the also-rans just 
like another average industry. That will 
mean an average P/E of 10,” asserts 
Kumar. 

“The IT industry is distinct from the 
telecom and airlines, which mainly 
constitute services and are devoid of any 


In the IT industry, every 
manufacturer should 
try to identify its niche 
domain and develop 


products that build up 

from a common base, 

but excel in their niche 
domain 
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tangible products. On the other hand, the 
automobile and electronics industries are 
not yet fully commoditized,” says 
Dasgupta So, according to him, there are 
hardly any lessons that can be learnt from 
the experience of other industries that 
also experienced commoditization and 
their turnaround story. In the IT industry, 
every manufacturer should try to identify 
its niche domain and develop products 
that build up from a common base, but 
excel in their niche domain. 
This ensures that although 
the products manufactured 
fall under the same broad 
category, they cater to the 
individual niche markets 
Jhunjhunwala points 
out, “The experience from 
other industries has shown 
that the IT industry needs 
to become more efficient in 
bringing the cost down to 
expand the market.” It 1s 
important to look beyond 
price and look for ways to deliver added 
value through innovation to an extent 
that price becomes a non-issue. Says 
Datar, “While the terms of service might 
be very similar in a commoditized 
market, it is the quality of people that 
deliver the service that makes a big 
difference.” Even in a commoditized 
market one sees that some brands are 
preterred more over others due to factors 
other than price. For example, in the 
airlines industry, hardly anybody would 
mind paying a few extra dollars if a 
certain airline company offers better 
quality service than others and its staff 
treats the passengers better, despite the 
terms of service and faalites provided by 
most airline companies are very much the 
same. Shikhar Ghosh in his paper 
published by Harvard Business Review, 


WARDS COMMODITIZATION 


“Productization of services is the way 
forward for Indian IT services 
providers so that they can rise above 
the pricing game and focus on 
delivering high value solutions to 
their clients.” 


Ravindra Datar, 
Senior Analyst-IT Services, Gartner India, 
Research & Advisory Services 


titled, “Making Business Sense of the 
Internet,” points out, “Ultimately the nsk 
of the Internet commerce for established. 
businesses 1s not from digital tornadoes: 
but from digital termites.” So, itis equally 
important to be careful about the micro- 
aspects of strategic management rather 
than always concentrating on the macro- 


aspects. 
Survival of the fittest 


Commoditization makes the market 
more competitive, combating the evils of 
monopoly power. It assures survival o: 
the fittest. Those companies which will be 
able to continuously integrate the 
benefits of technological progress, ye 
maintain an affordable price will beat the 
market. The market environment in the 
West is quite different from that ir 
countries like India. Indeed selling é 
product be ıt software or hardware 1: 
more difficult in India than ın the West. Ir. 
the West, quality and features drive the 
show. However, in India it is not only 
quality and features but also price 
considerations that rules the roost 
Though the market thrives for brandec 
products, when prices of brandec 
products are significantly different from 
those of the also-rans, it is the commodit~ 
that wins the game over the product 
However, it 1s important for the Indian IT 
industry to act very patently and with z 
sense of maturity and urgency, whick 
must not be derived by the temporar~ 
sentiments. The Indian IT market is stil 
un-touched to a large extent. In the words 
of Agarwal, “There are no stoppings, onl~ 
a long clear way to drive.” m 


Debasis Mallik, team Analys 
Reference # 1-2002-05-03 
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COUNTRY SCAN 


France 


Alliance Francaise! 


France, one of the wor!d’s:nost developed countries (with a per capita income of about $22,000) has also emerged as one of the most 
eccen-ric. In the age 07 libe-alization, privatization and globalization, the French still believe in strong governmental controls. 


ue fo excessive state intervention, 
Bihe French economy has not quite 
performed to its fall potental. 
During the 1990s, the Government did 
make some progress in privatization and 
reduction cf budge: deficits. Taxes, 
however, sall remain che highest among 
the G-Y mdustrial countries Reg uation of 
goods and labor markets 13 quite high for 
a develzped country. Morecver, rigidihes 
still Hague the labor market. Experts 
wonder whether the esti ated structural 
rate of znemployment of 3.5 percent can 
be reduced. Effor:s te privehze continue, 
but the Government still controls major 
firms n severa. sectors In addition, the 
Frenc concept of a “gclden share” 
enables the Government to block 
strategic moves made by firms in which ıt 
holds a minority mterest. 


Money matters 

Like many  otaer 
inausttialized ccuntnes, 
the French economy 1s 





De Gaulle ence said 
that France would show 


tme, inflation was high in France but it 
has now been reined in. From 14 percent 
per year in the early 1980s, ıt was brought 
below three percent in 1991. The 
downward trend has continued ın recent 
times with 1.5 percent for 1996, 1.3 
percent for 1997 and 1.3 percent in 1999 
A3 a result, France, after meeting the 
criteria set by the Treaty of Maastricht, 
hes entered the Eurozone. 

Most Frenchmen are happy with the 
strong state. It played a major role ın the 
3C years of spectacular economic growth 
after the Second World War, which 
rapidly industrialized a mostly rural 
economy. It also made France the world’s 
fourth-largest industrial power after 
America, Japan and Germany. 

The French have all along felt that 


therr model 1s superior to the US, due toits 


emphasis on equality and 
community The French 
dislike for the American 
style of management 
intensified in the 1950s 









a by services. the world how to -o a en 
2 services sector : . : of the French Communist 
accour ts for 72 percen: of | “build an industrial Party and General Charles 
the GEP. Agriculture and | ¢jyjlization which is pot | de Gaulle. De Gaulle once 
agro-iood industries said that France would 
accourt for sıx percen: of derived from the show the world how to 
the toal value added in n “build an industrial 
the French econony. | 7 American model civilizahon which is not 
Manuracturing accounts derived from the 


for 1€ percent of GDP, 
construction for four percer: and energy 
ger.eration for three percert Many of the 
services such as health care, education, 
teleco-nmunications and transport are in 
public sactoz 

D-ring the last few years, France has 
witnessed a distinc’ improvement in 
many macroeconomic incccatcrs. The 
budget defiat had increased sharply m 
the ear v 1990s, but the situasion has been 
improving since 1994 “his improvement 
is the result of curbs on spending by 
Central Government, loca. authorities 
and the social security system. For a long 
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American model and in 
which man will serve as an end, not a 
means.” 

But despite the rhetoric, the French 
ousinessmen have been quietly and 
3lcwly changing with the tmes Various 
sectors of the economy have been 
beralzed Electniaty, telecommunicatons 
and gas markets have been opened to 
competition One-time icons of the 
~rench State such as Air France, Aero- 
spatiale and France Telecom have been 
Dartally privatized. Foreign investors 
naold nearly half the shares in many 
-ormerly state-owned firms such as 
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Societe Generale (a bank) and Elf (an on 
giant). 


Labor wealth 


One of France’s major strengths 1s high 
labor productivity Measured by output 
per hour worked, labor productivity in 
France 1s higher than America. However, 
the main reason for this phenomenon is 
that the companies in France employ 
fewer people and prefer to grow by 
investing in machines. High social- 
security charges, redundancy pay and ° 
rigid rules about hiring and firing make 
employers think twice before recruiting 
more workers. 

The enforced introduction of a 
35-hour week in 2000 1s a good example of 
state interventionism to regulate work 
practices. The law, however, has had 
unintended consequences. Employers 
are using the prospect of a shorier week 
to extract various concessions from the 
unions: Wage moderation, weekend 
work and late-night shifts. Many jobs in 
the private sector are now ın the form of 
short-term contracts. 

A major headache for France ts its 
pension system. The young generation 
effectively supports the older 
generation’s pensions. The dependency 
ratio, people over 60 as a proportion of 
those aged 20-60, is roughly one to three 
currently. 

Health care 1s another area of concern. 
The French spend about 10 percent of 
therr GDP on health care, more than any 
other country in the EU. Per capita 
consumption of tranquilizers, sleeping 
pills and anti-depressants 1s probably the 
highest in the developed world The 
Government has tried to curb costs in 
various ways, but much more has to be 
done. 

Tax rates in France are well above the 
EU average. The standard rate of 
corporate tax 1s 33.3 percent, while that of 
value added tax ıs 19.6 percent. The peak 
income tax rate 1s 52.75 percent. 


-— 
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Trade across borders 
By becoming more open to the rest of the 
world since 1945 and casting aside its 
traditional protectionist attitudes, France 
has emerged as one of the most important 
players in the global economy. In 2000, 
France exported goods worth $295.5 bn 
and imported goods valued at $294.4 bn. 
It now accounts for six percent of world 
trade, second only to the USA in services 
and agricultural exports and fourth in 
industrial products. The country’s exports 
account for 21 percent of its GDP. 
-France’s five largest customers are its 
closest European neighbors: Germany, 
United Kingdom, Italy, Belgium- 
Luxembourg and Spain. These countries 
are also France’s largest supphers with 
the exception of Spain. Germany has long 
been France’s leading trading partner, 
currently accounting for 16.3 percent of 
total French foreign trade, ahead of Italy 
(9.6 percent) and the UK (9.2 percent). In 
1996 and 1997, France’s chronic trade 
deficit with Germany was reversed. 
Outside the EU, France has three main 
trading partners: The USA and Japan, 
with both of which it has a trade deficit 
and Switzerland, with which it has a large 
trade surplus. 


Foreign investments 

French government officials see foreign 
investment as a way-to create jobs and 
simulate growth. Investment regulations 
are simple. A range of financial incentives 
is provided to foreign investors. The 
investment promotion agency, DATAR, 
provides assistance to potental investors. 
The formal French investment regime is 
among the world’s least restrictive. There 


- is no generalized screening of foreign 


investments. But acquisitions are subject 
to official reviews. Also, in some sectors, 
policies tend to favor investors from 
other EU countries only. 

France has attracted many coveted IT, 
communications and automotive 
investments in recent times. The 
country’s main attractions are its skilled 
labor force, central location in Europe and 
good infrastructure. IT overtook 
automotives as the top FDI sector in 
France in 1998. In May 1999, the French 
Government announced an annual fund 
to encourage R&D in five priority areas— 
life saences, IT, human and social sciences, 
energy and transport and earth and 
environmental sciences. 

In November 1999, Sun Microsystems 
announced it would expand its European 
R&D center in Grenoble. Sun preferred 
Grenoble to other sites in Europe because 


Important Macroeconomic Indicators 
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24,033 
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of its excellent R&D infrastructure 
including local universities and 
engineering schools. In the same year, 
another American company, Lucent 
Technologies announced that ıt would 
locate a new European R&D center in 
France for development of third 
generation mobile phones. 

But the French are still somewhat 
paranoid about giving up control of their 
businesses to foreigners. There has been 
stiff labor opposition to acquisitions of 
French businesses by the US firms. In 
other cases, French firms have shown a 
distinct preference for working with 
French and European firms, rather than 
American firms. Lack of transparency in 
the privatization process has aggravated 
suspicions about the equal treatment of 
foreign investors in public companies. 

Many foreign investors cite excessive 
labor regulation and high income and 
payroll taxes as the greatest disincentive 
to investing in France. A specific tax 
burden faced by US investors is the 
treatment by French authorities of two 
social security taxes, as income taxes 
rather than as social security 
contributions. Therefore, companies and 
employees effectively contribute, to the 
financing of two social security systems. 
The need to compensate foreign workers 
for the extra tax burdens of people 
working abroad has considerably 
increased the cost of employing highly 
skilled expatriate workers. 


Infrastructure 


France has one of the densest and most 
efficient transportation networks in the 
world. Roads carry 60 percent of 
domestic freight, compared to 40 percent 
in 1970. Nearly 90 percent of travel is 
made by road, mainly by cars, although 
use of public transport is rising sharply, 
especially for tourism. With over 965,000 
km of roads, the French-network is the 


1999 
24,306 
3.18 
23.64 
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0.57 
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17.98 
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2000 
21,700 
319 
23 47 
-1 30 
1 69 
63 30 
16.23 
972 
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, 24,640 
3 33 

. 23.54 
-2.80 
0.59 
65.19 
18 28 
11.86 
2.61 


biggest in Europe. International links 
have increased with the construction of 
the Paris-Lille-Brussels, Macon-Geneta 
and Perpignan-Barcelona motorways 
and the Mont-Blanc (1965), Fréjus (1985) 
and Puymorens (1994) road tunnels. Tre 
three main entry pomts for airfreight aze 
the Orly and Charles de Gaulle airports n 
Paris and Saint-Exupery airport in Lyon. 
France has 12 major seaports, many of 
which are equipped for container ships. 
There is also an extensive river-transpc-t 
system. The communicators 
infrastructure 1s also advanced ard 
telephone lines cover the whole country. 
There is easy access to the Internet. The 
French “Minitel”, a telephone-based 
computer network is widespread ard 
provides many consumer services. 
High-speed Internet access though 
limited is expanding rapidly. TLe 
Government 1s also trying to promcie - 
widespread use of informaticn 
technology. 


Outlook 


France stands at the crossroads today. It 
is still a world leader in many industnes. 
With its sophisticated infrastructure and 
highly skilled labor, France 1s a player to 
reckon with in the global economy. Many 
French companies have been aggressive 
globalizers. Carrefour, the retal chain 
and Renault, the automobile company 
are good examples. Renault, which took 
a stake in Nissan, has done a remarkable 
job of reviving the ailing Japanese compan’s 
fortunes, But many of France’s polices 
that revolve around active stete 
intervention are proving to be increasingly 
burdensome and expensive. m 


AV Vedpuriswar, Dan, 

ICFAI Knowledge Corer 

and Rahul Sheoran, Research Assocute, 
fefaian Business School, Hyderzbad 
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SPOTLIGHT 


Socially Responsible Investing 


A conscience call 


Mast investors havea concern for social and environmental causes; few of them try to work towards them. Socially responsible 
investors are those few who invest for a cause and try to make the corporate world more responsible to the society at large. And the 
goad news is that their numbers are growing. 


here is a growirg awareness 
among investors about social and 
environmental issues. Investors 
are increasingly voicing their concerns on 
wonen empowerment, environmental 
protection, workplace etcs and other 
such 1ssues. Enron and several other 
corporate fiascos in recent times have 
brouzht corporates under the scrutiny of 
ethizaliy and socially concerned investors 
These new breed of investors scout for 
good corporate behavior and as their 
numbe=r and clout swells, they could have 
a strong influence on companies making 
them more responsible toward society. 
Socie] investors could b2 individuals, 
businesses, universities, Fospitals, 
foundations, pensicn fuads, religious 
institutions, and other non-profit 
organ-zations. They conscidusly put their 
monev to achieve specific financial goals 
whe working for the betterment of the 
society 
It comes as no surprise then that out of 
every eight dollars under professional 
management, one 1s invested for a social 
or environmental cause. Though socially 
responsible investments are a relatively 
smal zart of total investments, they are 
increas-ngly becoming more widely held 
and vztent. Known varicusly as social 
invesang, socially responsible investing, 
sociaily aware investing, ethical investing, 
mission-based :nvesting, and natural 
investmg, the concept hopes to achieve a 
social as well as a financial return 


SRI: Over the years 

The rcots of SRI can be traced back to 
biblical tmes when Jewish laws directed 
investments as per ethical values. 
Quak=zrs practiced socially responsible 
invesir.g in North America, as early as 
the 16th century, based on herr beliefs in 
humana equality and non-violence. 
However, the current movement really 
begar. during the V:etnam War when 
most investors were against their money 
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going to support the war. After Vietnam, 
the apartheid in South Africa remforced 
the power of SRI. In South Africa, 
investors campaigned to eliminate the 
institutionalized racial discrimination mn 
the country. Incidents like the Exxon 
Valdez oil spill or the Bhopal Union 
Carbide plant disaster, along with 
constant alerts about toxic waste, global 
warming, ozone deplezion and other 
environmental threats, ccntinue to figure 
prominently in the minds of social 
investors. As socially responsible 
portfolios move beyond selecting 
companies that strive to halt their 
negative environmen-al and social 
impacts to choosing companies that are 
proactive in umproving their socal and 
environmental performance, corporates 
may prioritize social acrivity. Already, 
social issues such as empioyee-employer 
relationship, human rigits in overseas 
factories, and socially destructive 
products such as toba=co, have had 
companies gearing up. 

According to Social Investment 
Forum (SIF) report, assets in 
professionally managed, socially 
screened investment porttolios rose by 36 
percent from 1999 to 2001. Social 
investments now account for about 12 
percent of the estimated $19.9 tn under 
professional management in the US, 
according to the SIF report. The number 
of socially responsible mutual funds using 
one or more social criteria has grown 
from 168 to 230 funds over the past two 
years These include equity, balanced, 
international, bond, index, and money 
market funds. Hundreds of institutions 
anc. mutual fund companies have used 
the power of their ownersup positions in 
publicly held companizs to sponsor 
shareholder resolutions or vote their 
proxies on corporate social responsibility 
issues 

SRI’s growth and pooularity is not 
restricted to US; it has deen growing 
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globally. In Canada, the SRI market was 
worth US$ 1.31 bn ın terms of assets 
under management, as of October 2000. 
In the same year, in Australa, the SRI 
market was worth US$ 367 mn. Today, 
due to consumer demand, active 


management and government 
regulations, there are about 220 SRI funds 
in Europe. In the UK, the value of funds 
actively implementing an SRI policy, 
including retail funds, was about £120 bn 
in October 2001, up from £52 bn in 
December 1999. In the UK, the current 
number of retail funds screened using SRI 
criteria 1s 60. Reflecting a simular trend, 
Germany SRI funds have trebled from 
€500 mn to €1.5 bn in 2000 (see Table 1). 


Three strategies of SRI 

Socially responsible investing integrates 
three strategies to achieve its objective. 
The first of them is screening, or choosing 
securities based on social or 
environmental criteria. Screening usually 
involves excluding certain companies for 
products or practices that are considered 
negative, called avoidance or “negative 
screening.” The oldest social screen 
around is the sin screen. Universities and 
churches have used this screen for over 
100 years to avoid companies that are into 


CHARTERED FINANCIAL ANALYST * May 2002 


tobacco, liquor or gambling investments. 
Then there 1s “positive screening” that 
involves selecting companies based on their 
positive contributions to society or the 
environment 

The second strategy 1s shareholder 
activism Ownership rights and 
responsibilities come to shareholders 
when they invest ın companies. A 
growing number of social investors are 
using their roles as corporate owners to 
advocate their issues of concern through 
efforts such as talking to companies, filing 
or co-filing, and voting proxy resolutions. 
Proxy resolutions on social issues are 
generally aimed at influencing corporate 
behavior toward a more responsible level 
of corporate citizenship, driving 
management into acting toward the well- 
being of all the company's stakeholders, 
and improving financial performance 
alongside. 

Socially educated and concerned 
investors can substantially influence 
corporate behavior. For example, 
shareholder pressure played a significant 
role ın convincing General Electric to 
support stronger efficiency standards for 
washing machines, which led to major 
Improvements across the industry. 
Mitsubishi’s shareholders were 
responsible for shelving plans for a salt 
factory near Baja, California’s San 
Ignacio Lagoon, to protect this gray 
whale calving site Similarly, Coca-Cola 
and PepsiCo were asked to increase the 
amount of recycled plastic used to make 
new plastic beverage bottles. Last year, 
Coca-Cola and Pepsi shareholders, 
through a resolution, asked the 
companies to meet the 25 percent 
recycling goal they agreed to nearly a 
decade ago, and to set an 80 percent 
container recovery goal by 2005. 

The last of the strategies 1s termed 
community investing, which is the most 


Table 1: Overview of Ethical Mutual Fund Market 
as of 30/12/2000 


Country 


# of Ethical 


mutual funds under 


management in 
million USD 


Belgium* 26 
France* 14 
Germany 22 
Italy” 5 
Sweden* 42 
Swiizerland™ 22 
The Netherlands H 
United Kingdom J3 
United States 230 





* Size at 31/12/99 
Sources Avenzt, VBDO, EIRIS, Soctalinvest, Arése, MUG 


Ethical assets 


What is SRI? 


Socially Responsible Investing (SRI) is an investment process that takes 
into consideration social and environmental consequences of investments, 
both positive and negative, within the financial analysis framework. In other 
words, SRI couples rigorous quantitative analysis with scrupulous qualitative 
scrutiny. It is a process of identifying and investing in companies that live up 
to certain basic criteria like open and transparent business practices that are 
based on ethical values and respect for employees, communities and the 
environment, collectively referred to as Corporate Social Responsibility 
(CSR). CSR contributes to long-term business success and shareholder value. 
Ethically and morally aware consumers and investors are integrating CSR 
concerns into their purchasing and investment decisions. Global corporations 
that have developed Corporate Governance Codes or endorsed environmental 
and social codes appreciate investors’ appeals for good governance and socially 


responsible behavior. 


direct route for investors to gain “social” 
returns. The community investments 
occur mostly at the local level and ın many 
cases, the communities’ development far 
outweighs any diminished financial 
returns Therefore, community investing 
ıs one of the most satisfying and 
promising form of investing and ıs 
popular among socially responsible 
investors and may also drive the future 
growth of SRI. 

Community investments provide low 
interest rate loans to people in low- 
income communities, thereby creating 
jobs and helping local organizations set 
up small businesses, affordable housing, 
and community services such as 
childcare. In addition to supplying badly 
needed capital in under-served 
neighborhoods, community investment 
groups provide important services, such 
as education, mentoring, and technical 
support They also build relationships 
between famulies, non-profit organizations, 
small busmesses, and conventional financial 
institutions and markets. 

Over the years, community investing 
has grown rapidly. Its 
geographic reach has 
expanded and the range 
of its beneficiaries has 
muitiphed. Community 
invesiing has helped 
backward Indian 
women launch very 
small businesses to feed 
their famulies. It has also 
enabled small farmers in 
draught-stricken areas 
of Nicaragua to obtain 
financing for their own 
commercial coffee co- 
operatives, and made ıt 
possible for black 
families barred from 


As % of total 
mutual fund 
assets 


credit under apartheid to borrow what 
they needed to build viable communities 
in the new South Africa. 


Mutual funds and SRI 


SRI is about individual ethical values. Itis 
based on the belief that no company is 
perfect. A company that manufacture 
weapons or tobacco might be a grea: 
advocate of employee empowerment 
Another company that produces 
life-saving drugs or fertilizers, whict 
benefit the local economy, might alsc 
produce toxic wastes in the process 
Socially and environmentally screenec 
mutual funds, thus, cannot be viewed ir 
black and white There 1s a whole 
spectrum of colors representing variou.. 
strengths and weaknesses of companie. 
based on the fund’s qualitative criteria. 
social investment requires 
investment managers to overlay a 
qualitative analysis of corporate policies, 
practices, and impacts onto the traditional 
quantitative analysis of profit potentia_ 
As the process of screening requires 
extensive research into company policies 
and practices, most socially-onenteJ 
investors rely on mutual funds to manag= 
their screened investments. Sociall 7 
responsible mutual funds are screened 
match any investor’s values. Whil2 
mutual fund companies are better 
equipped to screen companies for sociel 
investing, a major portion of ther 
information 1s sourced from corpora 
disclosures. Sometimes investors may ke 
crippled by the lack of information cr 
may be misled by wrong disclosures. 
United Kingdom is a perfect examp e 
of a socially investor-friendly nation 
Since July 2000, United Kingdom pensicm 
plans have been required to declare 
whether and how they integrate sociil 
and environmental factors into the r 
investment decisions. While pensicn 
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Women Power. | 


Women Equity Mutual Fund encourages long-term capital appreciation for its investors by investing in 
corzorations that meet both financial standards and the criteria for the advancement of women in the workplace. Its 
Major investors are women and the fund is increasingly gaining popularity with men also. The fund primarily invests 
in companies that sazisfy certain social responsibility criteria and that are proactive toward women’s social and 
ecoraomic equality. A: least 65 percent of the fund’s total assets are invested in equity securities of companies who 
sativ the fund’s criter-a. 

-t targets investors who pursue a long-term goal such as retirement, people who are willing to take high short-term 
risks for longterm benefits, The fund seeks out companies that are well managed, growth-oriented, and financially 
sould. After analyzing macroeconomic indices (inflation, interest rates, corporate profits, market trends etc., the fund 
examines the long-term earring growth potential of promising companies, selecting for inclusion in the portfolio those 
companies that have the strongest policies with regards to hiring, supporting and promoting women. At the same time 
it avoids corapanies that have a record of Equal Employment Opportunity Act violations, sell or promote products 
that adversely affect wcmen or are unwilling to value women issues. 


a A a 


Ho it influences corporate behavior _ 

They talk with managers of compantes that have uneven track records with regard to women about how they can - 
strengthen specific programs and policies. They actively work wita organizations seeking to increase leadership 
oppzrtunities for women employees. They educate individuals and corporations by publicizing the good records of 
companies that deserve support and 
recognition. When companies are 
unresponsive to the suzgestions on how 
they can improve their policies regarding 
women, they consider initiating 
shareLolcer actions, e.g, voting on proxy 
statements before anrual meetings or 


sporsoring shareholder resolutions. 


The performance of WEMF as against 
S&I index reflects ics popularity, 
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plans are free to declare that they do not 
and have no intention o7 doing so, this 
new -2gulahon has resulted in a new 
resolve by many dension “Lnds to engage 
corporations in dialog cn social and 
environmental issues. similar new 
regulazons are in place in Canada and 
Germany, and a legislatton along these 
lines = working its way ‘trough France 
and Australia. Going ah2ad in October 
2001.-h2 Association of Bosh Insurers in 
UK, whose members acccunt for more 
than 25 percent of all London stock 
market investments, called on companies 
to establish formal systems to identify 
risks and opportunihes arising from 
ethice. and environmenzal issues, to 
disclose which of thes2 issues are 
sigmuf:cant for business, rd to describe 
the pol:cies and management systems 
they he ve in place to ad these risks 


The journey ahead 

While there are funds such as Women 
Equity Mutual Funds (NEMEF) that 
encourage women development (see 
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acceptance and growth. $ 5 5 2 5 
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box: Women Power), there are also 
myriad religious mutual fur.ds and 
indexes with the tenets of a specific faith at 
the forefront of the decision-making 
process developed by religious-minded 
organizations. Religious funds have 
duplicated over the years and investors 
can choose from a growing number of 
religious investment options which 
include new offerings from Carlisle Social 
Investments (Catholic), Dow Jones 
(Islamic), MMA Praxis Mutual Funds 
(Anabaptist) and others. 

Reid Cooper, a corporate social 
responsibility researcher at York 
University, Toronto, Ontario, says, 
“SRI is democratic in mundset, it makes 
sure that investors’ personal ethical 
values are reflected in the financial 
investments they make. But there are 
also more immediate reasons for not 
completely excluding religious groups. 
There would be no SRI without 
religious groups, since they p.ayed a 
pioneering role. That’s one reason 








why, in the US at least, SRI funds 
almost still exclude alcohol. For many 
people morality 1s an outgrowth of 
religion. It 1s a matter of opinion.” 

Then again, such narrowing of the 
focus of SRI ın today’s global economy 
may go against the true objective of 
social investing. These kinds of against- 
the-tide funds may artificially buoy up 
the demand and compromise heavily 
on the social objectives Socially 
responsible investing is increasingly a 
global phenomenon, every step 
forward ın one country helps validate 
and strengthen the argument and basis 
for SRI in another nation. In the same 
breath, every wrong step may have 
wide-ranging repercussions worldwide. 
The proponents of SRI have to proceed 
with extreme caution while making a 
case for SRI. m 


CSV Ratna, Team Analyst 
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Management Consultancy 


Time for few new ideas 


CORPORATE STRATEGY 


The history of consultancy business is replete with examples of failures outscoring winners. AT&T’s continuing troubles and 
more recently the disgraceful collapse of Enron, all tell a sorry tale about the profession. Will the idea machines generate a fe 


fresh, and winning ideas? 


“A consultant is a person who takes your 
money and annoys your employees while 
tirelessly searching for the best ways to 
extend the consulting contract ” 

~ Scott Adams, Author, Dilbert Prinaple 


T&T’s future is bleak, and with 

several other states ın the US also 

expected to push for further 
deregulation of the telecom market, 
“long distance will be a memory” for this 
yesteryears’ monolith, reported 
Washington Post, on January 16, this year. 
Taking a further dig at the company, the 
daily commented that although the 
communication major may have more 
than 100 years of experience catering to 
the needs of telephone consumers, it has 
sought help of Accenture, a consultancy 
firm, to advise ıt on reducing its 
operational costs. And the advice would 
come at a princely sum of $2.6 bn. 

This 1s not for the first tme that the US 
telecom giant 1s flirting with consultants. 
In the 1990s, the company 
used to be a management 
consultant’s dream chent, 
doling out about billion 
dollars during that period 
on an army of consultants 






alone, the company spent `|? 
over $500 mn as 
consultancy fees. More 
than a thousand firms, 

right from big names like 
McKinsey to smaller fry 

like Delta, vied fiercely to 

grab this prized catch. 

Courtesy their advice, the company took 
several ill-fated decisions like the 
overpriced acquisition of NCR, a 
computer maker, which led to bitter job 
cuts and unrest among the workforce. 
Critics flayed the company for 
commutting acts like renamung managers 
as coaches, tearng down office doors, 
and encourdging employees to wear 
T-shirts bearing the message “Putting the 





AT&T's stumbling 
performance has always 
been a big excuse for 
. cynics to take a dig at 
: consultants, However, 
‘they now have a host of 

„Such opportunities, 
thanks to the Enron sage 


moose on the table”, in the name of 
dar.age control measures. Based on the 
consultant’s advice, the company spent 
$20 bn on buying new businesses and 
incurred $19 bn as restructuring costs, 
though ıt continued to lose market share. 
Disenchanted by the-disastrous results of 
the company, the first thing the new CEO 
John Walter did after taking charge in 
November 1995, was to show the door to 
several of those consultants and asked his 
people to start thinking for themselves. 
Thereafter the company’s results started 
showing some improvement. 

AT&T’s stumbling performance has 
always been a big excuse for cynics to 
take a dig at consultants. However, they 
now have a host of such opportunities, 
thanks- to the Enron saga (The 
company’s post-mortem report 
suggests how several of its top 
executives, including CEO Jeff Skiing, 
who came from the consultancy industry 
failed to manage the 
affairs of the energy- 
trading firm), to hit out at 
this self-proclaimed breed 
of 1dea machines, not to 
say money machines too. 
In fact, history is replete 
with such examples where 
failures outscore winners 
(James O°’ Shea and 
Charles Medigan, the 
celebrated authors of the 
book Dangerous Company 
should know better). This 
book shows how big 
companies got into never-ending 
troubles after seeking consultants’ 
advice. Big failures lıke Sears, AT&T, and 
People Express suggest that the idea 
machines have churned out more trash 
than any novel but workable concepts. 

The big question then 1s, why do 
companies go in for management 
consultancy and has the moment of 











reckoning come for the profession? 





Problems galore 

Management consulting has emerged as 
one of the most successful professions in 
the world, generating revenues of mere 
than $100 bn a year, thanks to tne 
fattening fee packet. In most cases, thes 
consultants receive higher fees than 
what the chief executive of the compa 
they advise earns. But as the flurry <f 
corporate disasters in recent urs 
suggest, their fat pay packet harcly 
justifies their performance. Examp 6s 
abound on the laxity on the part cf 
consultants. 

CSC Index, the originator of the ice 
of “Business Re-engineering”, wes 
alleged to have ngged the sales of bocks 
written by its consultants ın order to zat 
them into a key list of best sellers. T+0 
consultants from the firm came up wih 
the idea of a book, based on Michael 
Porter’s “cost or quality” theo-7. 
Unfortunately, the firm’s publicty 
machine took marketing of the book o 
the extremes and started buying up lage 
numbers of therr own book to push itup 
the New York Times bestseller list. ke 
subsequent scandal did great damage o 


-the firm’s reputation. 
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Top 50 Global Management Consultancy Firms 
Main Office Main Office 































Czicics lashed out a: the new idea 
termur.g it as another fad. And the theory 
itsel? suffered from two major 
occurrences. First, the >e-engineering 
idea got commoditized w th several other 
management consultancy firms coming 
out wilh similar sounding vanants of the 
theory. Secondly, the corcept suffered a 
backlash with growing public anger 
agairst downsizing. The generators of 
the 1224 are no more witt the firm. 

The story of how 
Figg-e International, once a 



















1. Andersen Consulting Chicago, IL Se alge eect Combiider, MA 
2 PricewaterhouseCompers New York, NY ie TREER Boston, MA i 
4. “Emisi & rouig Cleve and, OH 28 debis Systemhaus Fasanenweg, Germany 
A: “Delonte onsulnig New York. NY 29 PA Consulting Group London, United Kingdom 
5. oc El Sabi CA 30 Woodrow Milhman Seattle, WA 
6 KPMG es A 31. Ongin Eindhoven, The Netherlands 
c7 32 Telcordia Technologies 
7 McKinsey & Comp ny ‘ew “fork, NY (formerly Bellcore) Mornstown, NJ 
8. Cap Gemini Paris, France 33 Buck Consultants Secaucus, NJ 
9 Mercer Consulting Group New York, NY 34. Metzler Group Chicago, IL 
10 Arthur Andersen Chicago, IL 35. Roland Berger & Partner Munich, Germany 
11. AT. Keamey Chicago, IL 36 Technology Solutions Company Chicago, IL 
12. Towers Pernn New York, NY 37. Whittman-Hart Chicago, IL 
13. Booz-Allen & Hamon McLean, VA 38. CTG Buffalo, NY 
14 IBM Consulting Somers, NY 39 CBSI Farmington Hills, MI 
15. Amencan Management Systems Fairfax, VA 40. Renaissance Worldwide Newton, MA 
16. Keane Boston, MA 41. Hay Group Philadelphia, PA 
i7 Hewitt Associates Linzokashire, IL 42 Mitchell Madison Group New York, NY 
18. Sema Group Par:s, France 43 Perot Systems Dallas, TX 
19 = Logica London, United Kingdom | 44. INS Sunnyvale, CA 
20 The Boston Consultthig Group Boston, MA 45. McGladrey & Pullen Schaumburg, IL 
21 Watson Wyatt Worlcwide Bethesda, MD 46 CIBER Englewood, CO 
22 DMR Consulting Greup Montreal, PQ, Canada 47 Vonfort Company Cambridge, MA 
23 CMG Londoa, United Kingdom 48  Fust Consulting Group Long Beach, CA 
24. Aon Consulting Chicago, IL 49. Horwath International New York, NY 
50. Hagler Baill Arlington, VA 
25. Cambridge Technolcgy Partners Cambr.dge, MA ag y 


everything from lousy advice to using 
cash advances to finance visits to seedy 
entertainment joints in Dallas and New 
York. The company had spent a 


_ whopping $75 mn on consulting advice. 


-The disgraceful collapse of Enron has 
shown how disastrous some of the 
so-called management practices, such as 
the “tight-loose” management practice, 
could prove to be while put in a real life 
situation. The energy trading company’s 
policy to allow managers 
to take risky bets in new 


conglomerate, had to file For ail the bad business areas without 
for bankruptcy owing to professi minding the cost of such 
its consultancy’s advice to name the ae investments saw reckless 
introduce “world-class has eamed for investments by the 
manufacturing” does tela | - company executives in as 
sordid tale about itself, the alse-rans varied businesses, mostly 
const_rancy flaws. Tha of the industry are non-core, as steel, water, 
story goes that Figgi2 coal, and weather 
managers would arrive at |) also to be blamed derivatives. Most 
work and find teams of |, ` som ‘surprisingly, the company 
consultants they had nevez | ° to e extent used to award those 
met before wandering managers who took risky 


aroung reorganizing 

everything The comzany’s sales 
collapsad to $319 mn in 1994 from $1.3 bn 
in 1982, during the same period, its profits 
of $63 mn turned into losses of $166 mn. 
The company also had to slash its 
workforce from 17,030 to 6,000. 
Disenchanted with its reversal in fortune, 
the company accused the consultants of 


320 


bets even if they failed. 
Needless to say, such illogical ways led to 
such an unfortunate end for the once 
high-flying energy trading company. 
And, much of the blame for corporate 
America’s biggest collapse goes to the ex- 
consultancy guy, Jeffrey Skilling, the then 
C30 of the company. It is being said that 
it was he who had sown the seeds of 



















Enron’s collapse by throwing away the 
mechanism of proper checks-and- 
balances to the wind (read further about 
Enron’s a aa RT ’s January ene 
issue). 

Another aca firm, which digs 
suffered a lot of backlash 1s Towers- 
Perrin. The consultancy firm, which 
specializes ın remuneration packages, 
sent almost identical reports on how to 
deal with diversity to about a dozen 
different clients. Was the firm trying to 
come out with the idea of a single pull that 
can cure all ills? 

But for all the bad name the profession 
has earned for itself, the 
also-rans of the industry are also to be 
blamed to some extent. One example is 
that of re-engineering. Critics opine that 
consultants treated re-engineering as a 
cure-all for every ailment, and that they 
ignored the human side of management, 
sacrificing such intangible goods as 
commitment and creativity to short-term 
efficiency. The result was that re- 
engineering usually led to demoralization 
and disruption rather than the 
revolutionary improvements in 
efficiency as touted by its proponents. Re- 
engineering experts however admut that 
for many of these charges, consultants 
who either misunderstood the concept or 
failed to apply it in proper perspective 
should be held accountable. 
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Nevertheless, the profession has its 
bright side as well. Who would forget the 
concept of disease management, 
developed by Boston Consultancy 
Group. The consultancy firm helped 
change the patient reimbursement 
system and helped its client create a 
billion-dollar industry. The project turned 
out to be the first in a series that 
challenged some of the health care 
industry’s basic paradigms and 
ultimately changed the way patients 
interact with their doctors. 


Results not reports 


The time has come when the idea creators 
should start spark at things more in 
terms of quantifiable results, as barely 
producing glossy reports is not going to 
find many takers. For p ve clients, 
itis time they stop looking for those good- 


sounding fads (business transformation, 
revolutionary enterprise, 

etc.) and instead 

_A positive outcome of 
‘this new emphasis on 

-- results is that now 


communicate to them 
what exactly they are 
supposed to do and what 
results they are expected 
to come out with. 
However, at the same 
time, it is also possible that 
this kind of result- 
obsession could lead to |: 
loss of objectivity. 

If the outcome of a & GF 
decision is not gomg to be i$ 
favorable (for instance, in 
cases of mergers and acquisitions), which 
consultant would like to lose his fat fee? 
Second, it would be virtually impossible 
to decide whose idea was it, which 
actually chcked. Third, the definition of 
results may itself mean different things to 
different people. One consultant may 
boast the rise in stock price of the 
company as a mark of his success, while 
for another it could be networking of the 
system. Though not every consultancy 
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today strictly talks about result-oriented 
fee (Analyst’s attempt to get any response 
from most of these consultancies proved 
futile), some like McKinsey and Bain do 
lay some amount of emphasis on results. 
For McKinsey, results mean building 
capabilities, for those who do not like 
jargons, itis transferring skills to the client 
company Nevertheless, all these should 
in no way be taken as an excuse to give 
consultants an open-ended opportunity 
to keep exploiting the company’s 
situation. 

A positive outcome of this new 
emphasis on results is that now 
consultancies are focusing on solving 
problems through cross-functional 
teams. These cross-functional teams 
include employees of the client 
organizahon along with those from the 
consultancy firm. It1s hoped the increased 
collaboration between client and 
consultancy firms would 
yield results, which could 
be more tangible. Perhaps 
consultants could take a 
leaf or two from 
turnaround experts. The 
latest successful 
turnaround of Nissan is a 
case in point. Carlos 
Ghosn, the CEO of the 
French automaker, 
| Renault, Nissan’s alliance 
partner, came to fix 
problems at Nissan. He 

formed nine cross- 
functional teams comprising of managers 
from different divisions to identify key 
problems and their possible solution, and 
motivated his team to find solutions on 
their own without offending outsiders 
(like customers, suppliers, and market 
experts) who gave valuable inputs. His 
turnaround strategy set a strong example 
for others to draw a lesson or two. Today, 
Nissan is back to its profit-making ways, 
thanks to a well thought out and more 
realistic approach taken by the team at 
Nissan. Its turnaround story tells another 
important fact that how without going 
through the trauma and tribulations of 
job cuts (a popular prescription by 
consultants), a company could re-deploy 
its workforce without compromising on 
productivity, and, at the same time, could 
achieve a meaningful austerity level. 
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Collective responsibility 


holds the key 

Though it is true that the responsibility for 
most of the big corporate failures like the 
one at AT&T has been thrust on 
management consultants, it would be 
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totally wrong to spare the corporate 
executives completely. If credit for their 
company’s success goes to them, they 
owe the responsibility for failures of their 
companies as well. Therefore, it is tme 
now that the spirit of collective 
responsibility should rule the 
collaboration between a company and its 
consultancy firm. 

Not all corporate chiefs are rushing to 
consultants. Corporate veterans like 
Rupert Murdoch of Star Network, 
Hewlett-Packard, and J&J take pride in. 
their in-house management capabilities: 
and they are successful. There could be 
many more corporates who may not like 
to go in for consultants for the simple 
belief that if everyone gets similar advice 
from the same consultants, they nught 
not have the arsenal to gain a 
competitive edge. 

For the sake of shareholders and all 
stakeholders interests, corporate 
executives should always note that it 1s 
these people’s money, which would be 
lost for any lapses on their part. Hence, 1f 
is desirable that companies, wher 
engaging a consultant, should be clear 
about the purpose of hiring them and alsc 
their price. As Dangerous Compan, 
suggests, give them (consultants) ar 
open-ended assignment, like Figgie 
International, and it is bound to end ir 
tears; give them a clearly-defined job 
subject them to rigorous performance 
appraisals, and some good might come o ` 
it; so know your goal and stck to it. Tc 
quote from Machiavelli, “A prince who.i. 
not himself wise cannot be wiselr 
advised, good advice depends on the 
shrewdness of the prince who seeks if 
and not the shrewdness of the prince or. 
good advice.” w 


Amit Singh Sisodiya, team Analyr 
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Reflecting the economic pulse? 


The Federal Reserve has left interest rates unchanged. The Fed’s subtle hints are that economic recovery is already underway and 
a cur in interest rates is n3t necessary while a raise will have to wait. 


entral Banks, world over, have 

always considered the 

manipulation of rterest rates as 
an imperative tool for regulating 
eccnomic activity For an economy 
expending at an unprecedented pace, 
increasing the rates dampens economic 
achvily. Similarly, for a sazginz economy 
lowering the rates works as an 
expansicnary tool for rev:val. This 
judicious mix of monetarv policies 
enables the Central Bank to maintain 
economic stability. The Fed, and its 
celetrated helmsman, Aan Greenspan 
have always acted in the same spirit 
whenever the US economy showed signs 
of s:gnificant deviation from stability. The 
effort intensified when the country’s 
finar.ces wasn the gnp of an economic 
recession. Throughout 2001, the Fed 
ruth’essly slashed interest rates by no less 
than 11 times in a desperate effort to 
avoid the economic downzurn. When the 
September 11 terrorist attacks pushed the 
_US economy, to the brink, the Fed 
: promptly responded by further reduang 
the races to a bare minimal, very close to 
zero. Currently the Fed’s arget rates are 


at 172 verzent. However, without paying - 


any teed to the rate cuts, the US economy 
has ended ın a recession The rate cuts 
largely proved the inefficacy of monetary 
polizes in combating the devastating tidal 
wave of recession that had an equally 
grave cascading effect. Renu Kohli is also 
of the opinion thar the mdiscriminate 
interest rate cuts have not helped in 
avoiding the recession. 


Interest Rates 
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Market Indicators, mixed trends 
Now, more than seven months after the 
terrorist attacks, the economy is finally 
showing early signs of recovery. The last 
months of 2001, which included the 
festive season of Christmas and the 
plethora of zero financing schemes 
offered by auto manufacturers acted ın 
favor of the economy. The result was 
improved consumer spending, falling 
inventory levels, which ın turn, 

to boost production in the coming 
quarters. 

As per the business outlook survey, 
conducted by the Federal Reserve Bank 
of Philadelphia, the diffusion index of 
current activity remained positive for the 
third consecutive month but declined 
slightly from 16.0 in February to 11.4 in 
March. After.13 months of-negative 
readings, the three months of positive 
indicators represent growing evidence of 
a recovery in the manufacturing sector. 
The percentage of firms (35), which have 
indicated an increase in activity, 1s more 
than those firms (24) that have indicated a 
fall in activity levels. The survey shows a 
positive trend in the new orders and 
shipments indicators. The new orders 
index recorded 7.3 declining from 13.7 ın 
February while the shipments index 
recorded 7.7 as against 16.6 in February. 
Inventories have continued tc decline 
albeit at a slower pace now. The inventory 
index improved from -14.8 to -7.1. Both 
the future prices paid and received indices 
increased. The index for fature prices paid 
rose to 38.3 from 23.0 in February 
(highest ın 16 months), while the future 
price received index 15.8 to 19.4 (highest 
in 24 months). 

Though the indicators portray a very 
positive sign of economic recovery, 
skeptics question the very basis of the 
anticipation of econamic recovery. 
Crving hoarse, they point out the fact 
that the debt levels of the households and 
business sector are still at all tme high 





levels. Public debt of US stands at more 
than 130’ percent of ‘its GDP. In fact, the 
extent to which American population has 
become dependent on debt is brought 
home by the fact that the aggregate 
household debt service burden (the ratio 
of household’s required debt payments 
to their disposable personal income), has 
increased considerably in the recent years 
and is returning to its previous cyclical 
peak of mid-1980s. This high debt burden 
and the servicing charges in terms of 
interest and the repayment of the 
prinaipal raise doubts as to the ability of 
household to spend. Nevertheless Alan 
Greenspan is optimistic that as of now the 
picture is not bleak enough to “pose a 
major impediment to a moderate’ 
expansion of consumption spending 
going forward.” 

Another intriguing factor is the 
balance of payments scenario of the US. 
The current account deficit of US is at all 
tıme high levels, at around 4.5 percent of 
the GDP. This itself is a major cause of 
concern. How America is going to cut 
down this deficit or how is it going to 
emerge as a growth engine despite this 
deficitis a question, which neither the Fed 
nor other authorities are trying to 
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address. Financial Times columnist Martin 
Wolf pointed out that the Fed’s policy for 
a recovery, far from correcting the 
imbalances in the US economy, are 
increasing the debts and widening the 
balance of payments deficit. Though the 
present policies seem to be appealing, in 
the long run, this could bring about 
severe financial problems in the future 
“The US, itis hoped, is now on its way toa 
demand-led recovery. The current 
account deficit 1s therefore likely to 
widen,” observes Wolf. Goldman Sachs 
forecasts a rise in the US current account 
deficit from about $420 bn last year (4.1 
percent of GDP) to $730 bn (5.9 percent of 
GDP) by 2006 At this rate of increase, the 
net international debt of the US, 
estimated to be $2.6 tn at the end of 2001 
and representing 20 percent of GDP, would 
rise to $5 8 tn in five years, representing 
46 percent of US GDP and about 15 
percent of the rest of the world’s GDP. 


Maneuvering interest rates 
During 2001, the manufacturing sector 
cut down production aggressively to mit 
excessive build-ups of inventories. In 
addition, businesses sharply reduced 
their investment spending However, the 
response of the household sector was 
muxed, as mentioned earlier. Consumers, 
who had an overexposure to stock 
market, restricted consumpton, lest their 
debt burden increases further. Others, 
who did not experience the erosion of 
wealth and were less exposed to the stock 
market, probably consumed more. 
Again, though the initial claims of 
unemployment are not applicable now, it 
is true that companies are seriously 
working on cost-effective ways of 
production. Though statstcs indicate that 
the recovery has already begun, these 
issues remain unanswered. 

Considering the economic indicators 
to be the true representative of the 
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economic scenario, the Fed ın its recent 
Federal Open Market Committee 
(FOMC) meeting has discarded any 
possibility of reducing the interest rates 
further. However, critics opine that the 
reason for not cuthng the interest rates 
any further may lie somewhere else. 
According to them, the monetary policies 
of the Fed have largely proved to be 
incapable of combating the recessionary 
trend. Leveraging on the few positive 
indicators, the Fed is now trying to 
artificially portray a picture of economic 
recovery, though the reality 1s far from ıt. 
As recovery is largely driven by market 
sentiments, this sort of a hue and cry may 
create a positive impact on market 
sentiments, thereby leading to a real 
recovery. Though this kind of 
experimentation with the economy 1s 
challenging ıt may prove to be 
devastating in the long run. People may 
lose faith on the different tools of 
expansionary and contractionary 
monetary policies used to control 
economic activity. 

However, there are economists who 
believe that the economy is truly on the 


-way to a rebound. According to them, 


though a cut in interest rates is not 
warranted it may not be the right tme 
either for a mse in the interest rates. On 
similar grounds, Professor Renu Kohh, 
Indian Council for Research on 
International Economic Relations 
(CRIER), says that the time has not yet 
come for an upward revision of interest 
rates. According to her the economy 
should stabilize further. She feels that the 
stance taken by the Fed 1s an example of a 
sensible monetary policy. She subscribes 
to the view that any rise ın interest rates at 
this point of time would lead to further 
deterioration given the fact that the 
household and the business sectors are 


US INTEREST RATES 


“Fed's future plans to keep interest 
rates unchanged or raise it 
gradually is a sensible monetary 


policy.” 


Renu Kobii, 
Professor, ICRIER 





still neck-deep into borrowings and 
entrepreneurs are skeptical about new 
projects. 

The positive thing 1s that volumes of 
international trade with the major 
partners are fast improving. The section 
of the household sector not witnessing 
the erosion of wealth may have a 
percolation effect on the other section, 
thereby improving productivity and 
growth. Nevertheless, the expectations 
about the year ahead are mixed. The IMF 
targets a growth of two percent in its 
World Economic Outlook. It has alsa 
observed that the imbalances across the 
globe have reduced. However, Fed notes, 
“the degree of the strengthening ın final 
demand over coming quarters, an 
essential element in sustained economic 
expansion, 1s stil] uncertain.” 

Again, though the nominal interest 
rates are significantly low ıt is not 
reflected ın the real interest rates. The 
low nominal interest rates coupled witt 
even lower inflation rates have hinderec 
the real interest rates from responding 
The present 15-year mortgage rate ın the 
US ıs around 6.5 percent p.a. as agains: 
the Fed rate of 1.75 percent This has pu 
the economy into a liquidity trap where 
any attempt to further reduce the 
nominal interest rates would be futile 
The Fed having realized this opted not tc 
reduce rates further following the 
Japanese way. 

The Fed ıs now using its huge publi: 
relations machinery to indicate it. 
optimism about the economic recovery- 
This could prove to be a self-fulfilling 
prophecy. The fact that Fed expects th: 
economy to revive would be enough to 
boost the market sentiment. m 

DG Prasuna and Debasis Mallik, 
Team Anahyra 
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Corporate Governance in Banks 


Setting new standards 
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Governance is in fact a reform package to strengthen the banks and corporates with the objective of making them more 
accountable, open, transaarent, democratic and participatory. Good governance is equitable and effective governance that promotes 
the rie of law, says Sardar NS Gujral, Cha:rman and Managing Director, Punjab & Sind Bank. 


tıs now the turn 23: the banks to 

embrace the concert of corporate 

governance. Today corporate 
governance is benz laoked upon as a 
distinctive brand and the benchmark in 
the crofile of banking excellence. The 
Malton Friedman’s fam>us formulation 
that “the business of bus-ress 15 business” 
and the sole social responsibility of a 
comcany 1s to maximize profits for its 
owners (shareholders) has outlived its 
relevance. The corporations o? today are 
no lorger sheer econorcic entities. They 


are (h2 engines of ecoromic and social’ 


transformation, a corporetion 1s a social 
instizuhon whose responsibiliaes extend 
far Leyond the well-bemng of its equity 
owners to giving secunty and a good life 
to its employees, deale-:s, customers, 
vencors, etc. Their whole life hinges on 
the well-being of corporacion. The social 
resporsibility and being a good corporate 
atzen have become the buzzwords in the 
interr.ational arena and assumed 
importance for long-term success of the 
corporations. Corporate governance and 
responsibility issues heve ceme to the 
fore in response tc three interrelated 
structural changes taking place in the 
Indian economy, namely Globalization 
of the economy, corporahzation of the 
enterprises and instituticnalization of the 
capite2l markets. Th2 information 
technology revolution has lead to dearth 
of distence, and facilitated communication 
‘at the speed of thought People contact 
across the nahons have now become 
instantaneous. In the exponentially 


shozlening product and s=-vice life cycles, | 


banks are requirec tc concinuously 
innovate, redefine and receate and think 
out of the box and compete for marketing 
of their products and services and for 
meeting their capital requirements as 
well. i 
Globalization, among others, 
involves the movement of financial 
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‘which has 


capital to emerging mazkets both in the 
form of foreign investment and in 
terms of investment in the capital 
markets. Individual irvestors, funds, 
banks, foreign institutional investors 
Dase their investmen- decisions not 
only on company’s outlook and 
*nancials but also on ite reputation and 
zovernance. It is the g-owing need of 
zhe banks to access financial resources, 
doth domestic and foreign, to improve 
their client base and elso to increase 
cheir capital to meet capital adequacy 
-equirements as per international 
accounting standards being 
-mplemented by Reserve Bank of India 
through financial sector reforms, 
brougat corporate 
governance into sharp focus and has 
made it an indispensable requirement 
“or survival, progress and growth. 
Regulatory bodies for capital market 
also feel that corporate zovernance is a 
requirement for the existence of any 
entity in the market as e whole and asa 
precondition to the listing 
requirement. As per c ause 49 of the 
hsting agreement all the companies in 
India including publiz sector banks 
bringing out their Initial Public Offers 
(IPOs) are required to Comply with the 
conditions of corporate governance 
and obtain a certificate of compliance 
from the statutory auditors of the 
company and annex the same with the 
director’s report to be sent annually to 
all the shareholders of the company/ 
bank to the stock exchamges along with 
annual returns of the ccmpany. 


The concept 

Corporate governance is a way of life and 
not a set of hard and fast rules. It is a 
dynamic process. To govern means to 
rule or to control with authority and 
conduct the policy and affairs of an 


organization. In a generic sense, 





governance refers to the task of running 
a government or any other entity like 
school, college and trust, etc. But over 
years, it has come to acquire a wider 
meaning. According to Justice MN 


Venkatachaliah, “An important 
distinction between government and 
governance is the notion of the civil 
society. Governance transcend the state 
to include avil society, organization and 
the private sector. Governance involves 
moral, ethical and legal values 
framework under which business 
decisions are taken.” A good corporate 
governance 1s a shared way of corporate 
functioning. It implies wide acceptance 
within, of a role of governance, which is 
transparent and is perceived as such. 
Corporate actions, as a matter of fact 
should conform to the letter and spirit in 
which the society allows them to 
function. Corporations must ultimately 
be good corporate citizens. Governance 
1s in fact a reform package to strengthen 
the banks and corporates with the 
objective of making them more 
accountable, open, transparent, 
democratic and participatory. Good 
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governance is equitable and effective 
governance that promotes the rule of law. 
According to the Cadbury Committee, 
corporate governance is the system by 
which companies are directed and 
controlled. It is a system of making 
management accountable to the 
shareholders of the company for effective 
management of the company in the 
interest of the company and also with 


adequate concern for ethics and values.. 


The quintessence of corporate 
governance is transparency, accountability 
investor protection, better compliance 
with statuary laws and regulations, value 
creation for shareholders and other 
stakeholders and societal value. It is a 
means to maximize shareholders value 
and investors confidence ın the long-term 
in a legal, ethical and transparent 
manner ensuring fairness, courtesy and 
dignity in all transactions of the 
company. Corporate governance pre- 
empts the need for government 
interference in matters of business. It 
promotes self-regulation. Corporate 
governance is a successful triumvirate of 
shareholders, directors and managementm 
action. All play their enlightened roles to 
optimize the common good. Efficiency of 
all players is the touchstone of corporate 
governance. 

Thus, in a nutshell, we can say 
corporate governance Is a systematic and 


i company-specific-process externally taken. But, 
by which companies are recently there has been a 
directed and controlled, to significant move away 
enhance their wealth | Corporate govemance | from micro regulation by 
generation capacity in a merely about RBI. There is a shift from 
transparent and legal is nos . external regulation to 
mans which meets | enacting regulation. It | internal systems and 
shareholders aspirations | . controls; therefore 
and societal expectations. is about establishing quality of corporate 
Corporate governance is |- a climate of trust and | governance’ in PSBs 


not merely about enacting 
regulation. It is about 
establishing a climate of 
trust and confidence. It 
extends beyond corporate 
laws. Its fundamental objective is not 
merely the fulfillment of the requirement 
of law but in ensuring commitment of the 
Board in managing the company ın a 
transparent manner for enhancing long- 
term shareholder value. Corporate 
governance is much wider than mere 
transparency and disclosures and 
compliance. It calls for a paradigm shift in 
. the role of Board and corporate directors. 
They need to be “evolutionary” and 
revolutionary, constantly, moving the 
companies towards higher level of 
creativity. 


confidence 





Benefits of Good Corporate 


Governance 

Good corporate governance practices 

lead to 

e Stability and growth of the company 

e Higher investor confidence 

e Reduction in risks and cost of capital 

e Leveraging of compettive advantage 
in financial market 

e Sustenance of long-term shareholder 
relationship 

e : Makes the company an icon and 
enjoys a position of pride 

¢ Potental stakeholders aspire to enter 
into relahonship with the company. 


Corporate Governance in PSBs 
Public Sector Banks (PSBs) are a dominant 
component of the Indian Financial 
System. They are the engines of growth 
of the Indian economy. Government 1s 
the sole or significant owner as wellas the 
regulator of the PSBs. Each PSB is a 
separate corporate body created by Bank 
Nationalization Act. Though owned by 
the government, each PSB is judicially 
different from the Central Government. 
It 1s not an actual person but an artificial 
entity, which acts through its Board of 
Directors. 

In the pre-reform period, most 
decisions w.r.t. interest rate to be paid 
or enaga and whom to lend were 


becomes critical in the 
performance of entire 
financial sector and 
indeed the growth of 
financial sector as well. 


Role of Board of Directors in 


Corporate Governance 

In India, as government is the sole or 
significant shareholder of the public 
sector banks and.also the sole regulator of 
their activities, corporate governance has 
not been a prime area of concern to them 
so far. 

Government wields special influence 
on PSBs’ governance. It nominates 
almost all the directors on their boards, 
on behalf of the entire nation. Corporate 


governance envisages major role to the 
Board of Directors. It is the focal point ot 
the governance process as well as the 
fulcrum of accountability in the system 
They are the developers and monitors ot 
the corporate conduct and performance 
They are the guardians of the respective 
banks and their shareholders, 1f any, anc 
are not solely their advisors or passive 
supporters of the management. The 
boards are responsible for not only 
ensuring compliance with the regulatory 
requirements but also to be responsive tc 
the expectations of all the shareholders 
and stakeholders who deal with the bank 
Board of Directors follow the twir 
objective of enhancing custome- 
satisfaction and shareholder value. Boarc 
is responsible for evolving strong 
mechanism/ framework for transparency. 
accountability and integrity. The 
funchoning of Board of Directors of PSB. 
is regulated by RBI/Mimustry of Financ- 
as per Nationalized Banks (Managemerc 
and Miscellaneous Provisions) Scheme 
1980. According to clause 7 of the above- 
said scheme, the Board of Directors is 
vested with the powers of general 
superintendence, duirechon and 
management of affairs and business cŒ 
the bank. It is entitled to exercise all suca 
powers and do all such acts and things as 
the bank 1s authorized to exercise. 
Directors other than the managinz 
director or a whole-tume director are nct 
the employees ‘of the bank They are 
deemed to be public servants for th2 
purpose of chapter IX of Indian Penel 
Code. However, the Board of Directors cf 
PSBs enjoy sufficient operational freedor:, 
which is conducive to adoption cf 
corporate governance in PSBs. 

To improve corporate governance n 
PSBs, RBI is following the recommendatiors 
of Basel Committee and has introduced 
several prudential accounting norms © 
fall in line with the internationel 
standards. At present banks are required 
to maintain capital adequacy ratio of nire 
percent, which 1s being progressively 
increased. Besides internal accrual cf 
funds, banks are tapping the capital 
markets to meet their increased 
requirement of capital. With the entry of 
individual and insttutional shareholders, 
their ownership is becoming broad based. 
The market price of banks’ shares 
depends on their financials and quahty of 
governance. With the introduction of 
clause 49 in the listing agreement, SEBI 
has made ıt mandatory for PSBs goirg 
public, with their IPOs to comply wizh 
corporate governance requirements, 
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Banks are now required fo disclose their 
perfarmance on quarterly basis on the 
prescribed format. | 


Constitution of the Board 
` Each bank shall have a maxımum of 15 


- members on its Board. Ir terms of Section 


9(3) of the Banking Companies 
(Acqrisition and Transfer of 
Uncertakings)- Act 1980. the Board of 
Direciors of a bank shall consist of 
e Not more than two whole time 

directors 
° Two official directorsrapresenting the 
Central Government.and the RBI 
e MEt more than two directors from the 
scecified insttutons having not less 
than 51 percent of pa&l up capital held 
or controlled by Cenfral Government 
e Two employee directors representing 
workmen and ofacers 
e The chartered accour-tant cirector 
e Nct more than-six cirectors to be 
namunated by the Cer.tral Government: 
or elected by the shareholders. 
e The predominance cf non-Executive 
~. Directors is aimed az enabling the 


Board to take an impactal and objctive-. 


view of the operetiors of the bank. 

The Board is required to meet. 
reguazrly, retain full and effective control 
over the bank and monizcr ‘the executive 
management. As per Nationalized Banks 


(Management and Miscellaneous’ 


Provisions) Scheme 1930; Board shall 
ordir.arily meet at least six times a year- 
and et -east once in every quarter. However 
as pe: practice, Board anc MCB meeting is 
normaly held once in every.’ month. 


Committees of Directors/ 


Executives l 
In PSBs, as per the guidelines of 
Government of India ani Reserve Bank 
of India, various commitiees have been 
set uc with wel.-defmed responsibilities 
to help the Board :n crick decision- 
makizg and-to monilor various areas of 
operations. 
The important Committees are . 
Management Committee of the- 
Board (MCB): -MCR excises powers 
veste=. in the Board in respect of most of 
ue operational areas of the bank, such as: 
Sanction and rev-.ew of-credit 


p-oposals 


e Investments in government and. 


other approved securities, shares and 
_ deZentures:of compazces 
e Czmpromise/write cf proposals 
°- Approval of cadital/revenue 
-~ expenditure 
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e Filing of suits/appeals 

e Any other matter referred by the 
Board. 

The MCB has the following members 


e Charman and Managing Durector— 


Chairman of the Committee 

e Executive Director . 

e Director—Government of India 
nominee 

e Director—Reserve Bank of India 
nominee 

e Director Representative of officers 

e ‘Director—Representative 
workmen by rotation 


of 


_ © The CA Director. 


Audit Committee of the Board 
(ACB): PSBs have constituted ACBs as per 
RBI guidelines. ACB oversees the overall 
inspection and audit functions in the 
bank. ACB ıs charged with the 
responsibility of ensuring efficacy of 


entire internal control and audit function . 


in the bank besides compliance of inspection 
reports of RBI, internal inspectors and 
concurrent audits of the bank. Following 
are the members of the ACB. 


> Duirector—Nominee of Government: 


of India—Chairman ofthe ACB . 
e Director—Nomunee of RBI - 
e Executive Director of the bank. 

The Committee is required to meet at 
least once in every quarter anc not less 
than six times in a year. 


Asset- -Liability Manâgement 
“As per RBF,“ 


Committee (ALCO): 
guidelines, banks have constituted 
ALCO for putting in place a 
comprehensive asset--iability 
management system and for upgrading 
from time to time the internal risk 
management system. ALCO is headed 
by Chairman and Managing Director. 
Other members of ALCO are 

e Executive Director 

‘General Manager (Planning) 

General Manager (Operations) 
General Manager (Investment): 
General Manager (Information 
“Technology). 

-ALCO periodically reviews and 
monitors the liquidity and interest rate 
patterns w.r.t. prudential risk limits set by 
the Board, funding pattern, product 


‘oe @ @¢ © 


pricing, fixing of interest rate of deposits - 


and lending rates, etc. This Committee 1s 
required to meet once in a fortnight. - 
Investor Grievance Committee (IGC): 


The listed public sector banks. are : 


required to set up an IGC to look into the 


- redressal of shareholders’ grievances 
w.r.t. transfer of shares, non-receipt of - 


dividend warrants, etc. Following 
directors are the members of IGC. 


. lies. 


e Director—RBI nominee—-Chairman 
of the Committee 
e Executive Director of the Bank. 
Besides the above framework for - 
corporate governance, banks are 
required to furnish information w.r.t. the 
following to shareholders 
e Annual general 
shareholders 
. Disclosures standards 
e Code of ethics 
e Percepton of insider trading - 
e Control on price-sensitive 
information 
Financial reporting and financial 
. controls 
Timely reporting of financial results. 
Constitution of Board of Directors 
Powers of the Board A 
Role of non-Executive Directors 
Tenure of office of non-Executive 
Directors. ’ 


meeting af 


Conclusion 


Corporate governance in banks is in a 
formative state. It 1s fast evolving and has 
a long way to go. While setting . 
accountability standards for Board, there 
is a need for enhanced transparency and 
disclosure in respect of various aspects of 
Board constitution and functioning. 
Corporate governance calls for a 
paradigm shift in the role of the Board 


-and corporate directors. They need to be 


‘evolutionary” ‘and “revolutionary”. 
constantly moving the company towards 
higher level of creativity. While corporate 
governance is an important element of 
affecting the long-term financial health of 
banks, it 1s only a part of larger economic 
context in which banks operate. The 


. corporate governance depends upon. 


legal and institutional environment. 

It will be night to conclude with the 
remarks. of ‘Dr.. YV Reddy, Deputy 
Governor, RBI, that the road to efficacy 
in minimizing regulatory 
prescriptions and maximizing 
voluntary codes to ensure excellence in 
corporate governance among financial 
intermediaries. Corporate governance 
is the only royal road to the portal. of 
corporate success‘and there is no short 
cut to achieve the same. As short- 


. cutting. can lead to short circuiting 


which can-cause colossal loss to the 
banks concerned. 

According to Dr. Sanjeev Reddy, 
“Corporate governance is a necessary ` 
condition and not a sufficient condition . 
for succeeding in the global marketplace. ` 
As we move towards knowledge society 
and.witness center of power shifting 
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Good Corporate Governance Practices | 

e Each bank should have a specific code of governance to achieve high standard of corporate behavior duly approved 

by its Board and made known to public. 

Composition of the Board should be broad based through induction of independent directors. 

Openness, integrity and accountability should be the key element of corporate governance. 

Functioning of Board should undergo qualitative changes to meet the expectations of all the stakeholders. 

The post of Chairman and Managing Director should be bifurcated so that Chairman is free from operational 

matters and is able to give focused attention to the working of the Board. Chairman should be the Chairman of 

Board of Directors and Managing Director (MD) should be the CEO of the Bank. MD shall exercise all such powers 

and discharge all such duties as may be delegated to him by the Board. He will be charged with the responsibility for 

the efficient management of the bank on behalf of the Board. It is through him the policies, decisions and programs 
approved by the Board are to be made effective and it is through him the Board will get responses and reaction of 

a at various levels of the organization, to its deliberations. He will interpret the policy decided by the Board to 

the employees of the bank and issue instructions in pursuance of the Board. 

e Men of eminence who can contribute towards vision, control and guidance of banks should be chosen as directors 
through a High Powered Search Committee to be formed for this purpose, for preparing a panel of independent non- 
officiai directors who should be experts from different fields. 

e Board should have a formal schedule of matters reserved for them for decision to ensure that direction and control 
of the bank is firmly in their hands. 

e Non-Executive Directors should be conversant with the banks’ operations and should be given orientation and 
training to make them abreast with the working of the bank, before appointment on the Board of banks. 

e Non-Executive Directors should bring independent judgement to bear on issues of strategy, planning, direction and 
control of banks. 

e Re-appointment of non Executive Directors should be based on the objective appraisal of their past performance by 
the Board. 

CMD should have a minimum tenure of three years to ensure proper direction and continuity of policy. 
Remuneration payable to non-Executive Directors for every Board meetings they attend, be revised upward anc 
made market-related depending upon the contribution they make and time they spent on bank-related matters 
Directors may be entitled to profit sharing as well. Board should be free to decide the remuneration for their own directors. 

¢ Board of Directors should have power to recommend/propose anyone to work as a member of the Board based or 
his/her professionalism and expertise relevant to the particular field of activity of the bank. 

e Board of Directors including its Chairman as well as Managing Director should have a say in the constitution of the 
Board. 

e Selection of a director should be based on the relevance of his/her experience and expertise to the functioning of tha: 
particular institution on the Board of which he/she is invited to work. 

e At least 50 percent of directors on Board of Banks should come through processes, which are independent oi 
government intervention. 

Directors’ responsibility to the Banks and other stakeholders must be clearly stated in law. 
The tenure He non official directors should be three years in a bank. 

e Each Board should have the freedom to decide the upper age limit up to which a non-official director can serve oa 
Board of the Bank. 

e The role of independent non-Executive Directors on the Board of the Bank be clearly defined and made available tp 
all sitting directors and also the newly appointed directors on assuming charge as a director. 


away from shareholders towards the 
customers and the process of 
democratization of enterprises takes 
place, the links between excellence and 
governance will be much stronger in 
future Banks must endeavor to achieve a 
dynamic equilibrium between 
expectation of owner (government and 
shareholders), employees, customers and 
other stakeholders to achieve excellence. 
While ıt may perhaps be difficult to 
establish one to one relationship between 


financial performance of a corporate 
entity and levels of corporate 
governance, it 1s instead an essential 
element in performance standards and in 
enhancing shareholder value. Instead of 
waiting for total transformation to take 
place, it is right tıme to go for corporate 
governance in banks as ıt 1s better to light 
a candle than to curse darkness. 

In competitive business environment, 
Banks that adopt good corporate 
governance and best practices will be 


able to survive and attain sustaina-le 
growth levels PSBs need greater 
functional autonomy in a deregulated 
environment. Such autonomy needs to 
be accompanied by greater 
accountability on the part of their boards 
to stakeholders A code of governarce 
shall serve as an effective instrument or 
achieving this goal. is 
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Low Inflation 


No loss, no gain 
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The Isw inflation-scenario in India has neither created enthusiasm in the corporate sector nor has it increased the =e 
propessity in OS household Poor Is low inflation leading India to a peas situation? 


n ardent follower of the economic 

data published by the Central 

Government will ce glad to note 
that the inflation levels- are hovering 
around one to two percent. Since the last 
couple of years the inflacion rates are 
significantly low and since January 2002, 
they have slipped below tre two percent 
level. Wha: does this mean to India Inc.? 
Are these rates reflecting a rue picture of 
the sta of the economy? What about the 
issue of high real interest rates when 
compared to other countries? Is this an 
indication of the economy moving into a 
disinf aionary made? 


Wratis inflation and how doss it affect 


the ecor.omy? When there is a continuous 
rise ir the price level, it is referred to as 
inflatian. Put it simply, inflation is when 


you pay a-higher price “ér-the*same: 


commodities purchased over a period of 
time. While disinflation is a decline in the 
rate of increase in average prices, deflation 
connoies tc a sustained fall in prices. In 
India, the Wholesale Price Index (WPD is 
the most popular method of measuring 
inflahon compared to the Consumer 


. Price Index (CPD, which is used widely 


across tne globe. There ar2 reasons for 
this. Tae basic advantage o7 having WPI 


„Annual Average WPI and Rate of Inflation 


12.60% 
Inflatton 


Annual Average WPI 


* as a- February-end 2002 
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as a measure of inflation is its availability at 
high frequency, i.e., on weekly basis with 
a gap of about two weeks, thereby 
enabling continuous monitoring of the 
price situation for policy purposes. CPI is 
compiled on a monthly basis and it 
requires a regular survey from a highly 
dispersed market, which 1s quite difficult 
in a developing country like India. 
Getting back to the inflation levels that 
India is presently experiencing, are these 
levels indicative of the maturity of the 
system? Or is this a mere accident? Has 
inflation been tamed?  .- 

Skeptics of WPI-based inflation 
accounting allege that the method fails to 
capture the true nature of inflation 


prevailing in the economy. To some | 


extent this 1s.true,.as the services sector, 


‘which accounts-for-around 50 ‘percent of 


the GDP, has no representation in the 
bunch of goods considered to measure 
inflation. WPI takes into consideration 
mar.ufactured goods, which constitutes a 
mere 17 percent of GDP. Continuous 
price changes taking place in the rest 83 
percent of the goods and services market 
is completely ignored while calculating 
WPI. This makes the WPI in its entirety a 
false representation of the inflation rates 
as compared to 
developed 
countries. To quote 
P - Balakrishnan, 
Professor > .of 
Economics at IM- 
Kozhikode, Kerala, 
~““In India we leave 
.out the price of 
| services such as 
rent and interest 
rates. This could 
understate inflation 
when the price of 
services rises faster 
_than the general 
price level, as has 
happened in the 





uopeguj jo oey 





case of housing sector in recent times.” 
However, this matter is being 
addressed as the industry ministry has 
asked the Reserve Bank of India (RBD 
to-prepare a list of services including 
banking and insurance services that 
will be used for the new business 
services price index. 

For developing countries like India, 
inflation is notjust an economic indicator; 
it is a sensitive issue, both politically and 
economically. When elections are around, 
the Government in power tends to peg 
the inflation rates by restrained policy 
measures. Moreover, as low inflation 
rates imply economic stability, they 
enable the Government to attract Foreign 
Direct Investment (FDD and Foreign 
Institutional Investment (FI). Thus they 
often tend to do a window dressing 
exercise and tamper with the inflation 
rates. For example, the WPI as of now 
records price movements of over 400. 
commodities. There is room for the 
authorities to replace a highly price- 
sensitive commod:ty with a commodity 
that is relatively stable in price. This 


-follows directly from the definition of 


inflation, which considers only those 
goods and services, which experience a 


i 
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sustained rise ın prices. Therefore, items 
that witness a sudden price change (rise 
or fall) are not considered to reflect an 
inflationary , situation and are 
immediately removed from the list for 
accounting WPI and CPI. However, 
Professor Balakrishnan contradicts this 
view. He says “I do not believe that there 
is any element of manipulation ın the 
method of selecting items ın the CPI and 
WPL In any case inflation has not been a 


___ major problem in India since 1991.” 


levels o 


Is India Inc. benefitted? 
In the last two decades, India has seen 
inflation rates consistently falling from ten 
to five percent and then to the present 
ie than two percent. Have these 
low levels of inflation benefitted 
corporate India in any way? At these 
levels of inflation rates, the issue of high 
real interest rates arises. The level of real 
interest rates provides a true picture of the 
real burden of debt and the ability to 
service debt. Presently, real interest rates 
in India are fairly higher than those in US, 
Japan and the Euro zone, where the 
inflation levels are almost touching the 
zero levels. The debt burden of 
corporates increases considerably with 
high real interest rates. Hence, there is a 
pressing need for the adjustment of 
nominal interest rates in India. The 
current regime. of low inflation.rates is 
creating tremendous pressure on the 
bottom lines. of the business sector. The 
reason is, though there is a consistent fall 


. in the prices of the end products, the input 


costs are witnessing a steady rise. 

The falling inflation rates are acting as 
a disincentive to the corporates to set up 
additional capacities. Concurring to this 
opinion, Professor Balakrishnan says, 
“The favorable implications of low 
inflation rates to India Inc. are very few. 
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[] Industral Workers 
BE Agricultural Laborers 


Declining mflation has done nothing to 
increase investment. Industrial production 
over the past five years has been directly 
related to the (declining) inflation rate.” 
The industrial sector is struggling to cope 
with overcapacity, cheap imports and 
weak demand. The poor prices exemplify 
the slump Indian industry has been going 
through, where stiff competition and 
surging imports are eroding manufacturer’s 
pricing power. Prices of manufactured 
goods have fallen nearly one percent m 
the past eight months, dragging down 
the WPI that has a 60 percent weighting in 
manufactured goods. , 

Eee pe tance, Noe 
Heading for a deflation?’ ~ 
It is often said that mild inflation is good 
for a developing economy like India. This 
is because a slow rise in prices of both 
inputs and manufactured goods 
ae investors to invest and they 
clearly foresee the margin of benefit. 
Though an element of money illusion is 
present m the case of muld inflation (which 
ranges between four to six percent) this is 
often musunderstood by the investing 


“The dismantling of APM and the 
possible rise in oil prices are not 
going to have an adverse impact 
on the long-term inflation rates, 
‘for the world price of oil may be 


- expected to fluctuate.” . 


P Balakrishnan, 
Professor of Economics, 
M-Kozhbikode, Kerala 





[-:] Urban Non-manual Employees 





community and appears as future 
potential profits. The present situation of 
Indian economy is precarious since there 
is no mild inflation that will encourage the 
investors of any possible profits in the 
future. On the contrary, these low-level 
inflation rates can be a precursor to a 
looming deflationary spiral. Consumers 
in a deflationary environment tend to 
postpone spending expecting prices to fall 
further, leading to a rapid economic 
slowdown. Consider this example. Those 
who bought air-coolers in Mumbai a year 
ago may be regretting now for the 
appliance 1s at least 12.5 percent cheaper. 

Skeptics may further turn back to the 
great gears of the 1930s for the 
impact of deflation. Then, the contraction 
in spending induced a fall in the prices and 
the decline in the economic activity 
inflicted further wounds. People and 
businesses earned less to pay their debts 
and this forced the prices to come down 
further in a process that economists call a 
deflaton-debt spiral. 


The APM tangle 


The Government of India has from April 
1, 2002 deregulated the oil sector and 


> dismantled the Administered Price 


Mechanism (APM). This means that 
henceforth oil prices will be market- 
driven. Till now the Government used to 
decide the prices of the petro products. It 
kept the prices of diesel and petrol 
pegged at a level lower than the market 
rates providing a subsidy to the sector. 

This had manifested in the form of a 
huge oul pool deficit. As the prices of petro 
products are now market determined, it 
is going to rise significantly. Considering 
the fact that petro products form a key 
part in the WPI, its prices will directly 
have an adverse impact on the inflation 
levels. 


„sdl 
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“The funny thing about inflation statistics is that they hide more than 


they reveal.” 


Dr. Atmanand, Associate Professor of Econcmics, Management Development Institute, 
Gurgaon, Haryana and Editor, VISION, Journal of MDI 


i 
t 


© if we compare the method of 
measuring inflation ir: the developea 
nacions, where does India stand? 

S:mply put, inflation is the rate at which 
prices rise. Prices go up essentially due to twe 
reasons: Cost-push factors and demand-pull 
factors In the latter kind of inflation, we have 
too much money chasing 100 few goods and 


prices tend to rise because people are largely - 


will na to pay more money for the same item 
just because they have more money at their 
dissosal As against inflation, we have 
defkation, a situation of falling prices The 
developing countries have rarely faced 
defiat onary conditions. 

On the method of mezsuring inflation in 
Inda as compared with developed nations I 
wouk say thar in India, inflation is measured 
by vamation in three sets of pr.ce indices, namely, 
the Wholesale Price Index (WPD, national income 
deflator and the Consumer Frice Indices (CPI). 
The WPI is compiled for al commodities as 
well as major groups, sub-groups and 
indvidual commodities. The computation of 
WP. is based on the Laspeyre’s Index i.e., the 
weiztted average of price relatives (current 
price divided by the base yeaz’s price) with base 
year’s quantity as fixed weght. Weights are 
assizned to the commodities, sub-groups and 
majar groups on the vasis of the value of the 
whiclesale market transaccions. The basic 
advantage of this method is its high frequency 
availability, whic is continuously monitored. 
The :tmitation cf this method is due to low 
coverage and hence t does not capture the 
price increases in the ion-commodity sectors, 
like services, etc. 


=arlier, the changes in prices 
internationally were not reflected in the 
national scenario, thus resulting ın the 
portayal of low inclation rates. Now in 
the post-APM regime, petroleum 
corrpanies can decide the prices based on 
international oil prices ultimately 
affecting the inflation levels. However, 
Professor Balakrishnan argues, “The 
dismantling of APM and the possible rise 
in cil prices are not going to have an 
adverse impact on the lor g-term inflation 
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The other method, national income 
deflator is a comprehensise one, derived as a 
ratio of GDP at current prices to GDP at constant 
prices. It includes entire economic activities 
including services, its scope and coverage are 
much wider than WPI Bu: this is not used, as 
the GDP deflator is available annua ly with a lag 
of two years. 

The CPI, on the otFer hand, reflects 
changes in the retail prices 3f selectad goods, in 
the basket of goods of homogenous group of 
consumers. This is computed on a monthly 
basis using the Laspeyre’s index. There are 
three types of consumer price indices for: 
Industrial workers, urban non-manual 
employees and agricultural laborers The 
weights are assigned on th2 basis of results of 
the respective family budge: surveys. There are 
two types of problems associated with 
measuring of inflation. At the first instance the 


rates, for the world price of cil may be 
expected to fluctuate.” 


Whither the common man? 

The inflation levels, week after week, 
are reaching new lows How does this 
affect the common man? Commenting 
on the issue, Professor Balakrishnan 
says, “Of course prices have been 
rising—almost, conitruously—but of 
late they are msing at a progressively 
slower rate.” One should never get 


problems are more of transitory phenomenon 
which arise due to energy price shocks, 
exchange rate variations, seasonal patterns, 
changes in indirect taxes. The second type of 
difficulty is mainly due to biases inherent in the 
weighting schemes, sampling and adjustments 

O Do you think that there ts an 
element of manipulation in the method 
of selecting items in the CPI and WPI, 
deliberately to portray a low inflation 
rate to project a favorable picture to 

foreign investors regarding the business 
environment in India? ` 

First of all, I would like to state that low 
inflation rate is not the factor for attracting FDI 
in India Partof the reason for increase in FDI 
inflows in India is the fact that MNCs are in a 
consolidation phase. With sectoral caps being 
further liberalized, they are in the process of 
either setting up wholly owned subsidiaries or 
hiking stakes in existing joint ventures 
through takeovers. 

There is an element of manipulation in the 
method of selecting items in the CPI and WPI. 
Take the case of WPI The base of the new series 
of WPI has been shifted to 1993-94 from the 
series with 1981-82 as the base year. The new 
series has covered 435 items in the commodity 
basket with 98 primary articles, 19 fuel group 
items and 318 manufactured products. The 
new series considered only commodity 
producing sectors and has followed the same 
sectorization as the previous series. The key 
issues involved in the accuracy of WPI 
calculation are the selection of the products 
and the weightages assigned to these WPI 
figures so calculated are wanting in both these 


confused with inflation levels and the 
true prıce levels. Although WPI, 
measured on the basis of items like 
fertilizers, industrial raw materials, 
semi-finished goods, machinery and 
equipment, etc., has been falling 
consistently, the CPI, which is a true 
indicator of the prices at the consumers’ 
end has not been falling with the same 


.pace. Tume and again, inflation trends in 


the WPI and CPI show contrashng trends. 
The WPI can be interpreted as an index of 
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areas. Ninety percent weightage in WPI is 
assigned to primary articles and manufactured 
products These products when seen as a 
percentage of GDP constitute just 45 percent 
This in turn means that WPI does not capture 
even 50 percent of the output of the economy. 
The sectors not included are service (20.2 
percent); trade hotel and restaurants (13.5 
percent); transport and communication (5.3 
percent); and banking and finance (10.6 


~— percent). 


Though the service sector has largely been 
neglected in the WPI, if included, its effect on 
the recalculated inflation index is significant. 
In conclusion, the official figure of WPI is an 
overstatement of actual inflation in the 
economy due to misplaced weightage assigned 
to primary articles and manufactured 
products. The composition of GDP has been 
undergoing a change with share of agriculture 
getting reduced and that of service sectors 
considerably increased Apart from giving a 
very broad idea of the price situation, the WPI is 
limited in terms of basic purpose. For example, 
to calculate the measure of real interest rates, 
which are so crucial for investment decisions 
by coprorates, price indices specific to sectors 
and product lines need to the used. 

© What are the implications of a 
low inflation rate to India Inc.? 

Extremely low inflation signifies a demand 
slump That seems to be the case today The 
manufactured products component of 
inflation has averaged about 2.5 percent during 
April-December 2001, a historic low. It is a clear 
indication that demand is extremely low. The 
majorities are seeing prices come under 
pressure because of already glutted godowns. 


~ The impact of low inflation has already been felt 


+- 


on interest rates. What really matters for India 
Inc, is the real rate of interest. The real interest 
rate is defined as the difference between the 
nominal rate and the rate of inflation. It is quite 
high. This reflects a summary of the cost of 
borrowing for a firm relative to pricing power 


prices to which producers may refer to 
This has hardly any relevance with the 
common man. 

It 1s the behavior of the CPI, which 
tends to portray the price changes of the 
goods and services, which the common 
man experiences. WPI reacts lesser to the 
fluctuations ın food prices, because food 
articles have a relatively lower weightage 
of 15 percent in this index. On the other 
hand, food products move 57 percent of 
the CPI for industrial workers’and over 


High real rate of interest keeps the cost of 
borrowing high and thereby curbs the 
incentive to invest leading to a vicious cycle of 
sorts with low demand feeding into poor 
investment which, in turn, keeps demand low 
For the firms what is important is of course the 
future inflation rates not the rates of the past 

Interest charges accrue in the future and that 
has to be matched with pricing power in future, 
which ultimately impact bottom fines Both 
nominal rate of interest and real rate of interest 
are critical to the evaluation of an investment 
project of India Inc The rate charged by the 
bank or financial institution represents their 
cost of borrowing. The pricing power is reflected 
in their cash-flow projections The corporates 
are unable to increase product prices. The 
main reasons cited are severe competition, a 
price increase effected in the recent past, 
sluggish demand, recent hikes in dividend and 
service tax and a crunch in the export market 

Corporate India’s expectations regarding 
profitability have been moderate Volumes are 
expected to expand and price realization could 
remain poor. 

O For the common Indian tt ts 
perceived that prices in India are 
forever rising. However, inflation rates 
bave a different story to tell. How do you 
explain this anomaly? 

. While the inflation data -that. the 
government publishes every week are rate of 
change in WPI representing rate of increase in 
the wholesale prices of products, what matters 
to common Indian buyers are consumer 
prices. Though the wholesale prices have 
grown at a slow pace (2-3 percent), the 
consumer prices measured in terms of the CPI 
have tended to grow at a much faster rate (8-9 
percent) comparatively. 

The point of difference between the 
wholesale price and consumer prices is on 
account of retailer’s margin, which is included 
in the price, what the consumer pays. While 
the wholesale prices are more or less same 


69 percent of the CPI for agricultural 
laborers. It is very unlikely that these low 
levels of inflation are truly benefitting the 
common man as the prices of basic 1tems 
are showing an increasing trend although 
at a slower rate. 

Indian policy makers need to act fast 
in clearing the clouds surrounding the 
inflation levels. Falling inflation 1s 
beneficial only in the short run. In the long 
run, it can destroy the future objective of 
India of becoming a global economic 


eee OW INFLATION 


throughout the country, the consumer prices 
or in other words, retail prices vary across 
different regions, rural and urban and also 
across different cities due to consumer 
preferences, supplies and consumer's 
purchasing power Price variations are also 
caused due to taxes and duties imposed by 
states. The funny thing about inflation 
Statistics is that they hide more than they 
reveal. It is quite imperative that the inflation 
Statistics give a more representative picture true 
for the entire country. 

O Any other issues you would like to 
raise. 

I would like to throw light on couple of 
related issues. In Indian context, price stability 
as an objective of monetary policy is 
important. Volatility in prices creates 
uncertainty in decision-making. Rising prices 
adversely affect saving while making 
speculative investments more attractive. Price 
Stability is at times misunderstood as zero 
inflation, wherein associated costs may be 
high. Professor Krugman, Massachusetts 
Institute of Technology, writes, “The benefits of 
price stability are elusive, the costs of getting 
there are large, and zero inflation may not bea 
good thing even in the long run” In Indian 
context, the Chakravarty Committee (1985) 
treated an inflation rate of four percent as “the 
acceptable rise in prices”, that reflect “changes 
in relative prices necessary to attract resources 
to growth sectors”. l 

An alternative to WPI is the business 
services price index This index would reflect 
the price movements of services such as 
banking, insurance, transportation, postal 
services and communications. Today the 
service sector forms 50 percent of the GDP. The 
need for the new index arises because the 
services sector is growing at a rate faster than 
the manufacturing sector. As a result, prices of 
services may grow at a faster rate. In the 
developed countries similar index is used in 
the name of corporate services price index. 


power. Avers Balaknshnan, “The recent 
history of India suggests that there 1s little 
reason to believe that growth would pick 
up as soon as inflation 1s reduced. Poor 
macroeconomic policy must be held 
directly responsible for the poor growth 
performance of the Indian economy since 
1996.” w 


Shashidhar Mlshra, Team Analyst 
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INDUSTRY 


Global Steel Industry 


Loomine trade war 


CHARTERED FINANCIAL ANALYST * May 2002 





With more than 30 stzel companies in US having filed for federal bankruptcy protection since 1998, the country’s steel industry 
isin deep trouble wita prices at their lowest in 20 years. The Bush administration has resorted to protectionist tactics, but this 
could lead the President to fight another battle, unfortunately with his own trading partners. 


experiencing an extensive ard 
painfu. restrucruring process over 

tre years. So far, it has spent $50 bn for 
modermzing its plantand equipment and 
has laid off cver 300,000 workers, nearly 
three quarters oÍ its labor force. Bat 
n- thing seems to be working out for 
trem. In a desperate move, President 
Bush resorted to imposing import duties. 
But why does the US steel industry 
need protecton? The reasons are not far 
tc seek. More than 30 steel companizs 
have filed for feceral bankruptcy 
protection since 1998 The industry is in 
d2sp trouble with orices at their lowest in 
20 years. Industry obse-vers say the main 
reason is the glut of ckeap umports from 
commiries such as Japan, Russia, China and 
South Korea, comsined with steel 
overcapacity all over the world, which led 
tc: falling steel prices especially in North 
America. Every segment of the steel 
ir dustry, regardless of -he region, the size 


I | The ailir.g US steel industry has been 





recommended that special duties of 5-40 
percent on 16 categories of steel products 
be levied to protect its domestic industry. 
In total, these product categories 
represent some 75 percent of total US 
stecl imports. In an effort to save what’s 
left of a dying steel industry, the Bush 
administration embraced the idea of 
higher ımport tariffs up to 30 percent for 
steel from some foreign competitors for 
three years, claiming that other countries 
are dumping steel at below the cost of 
production and damaging its domestic 
industry. While announcing the new 
tariffs on March 6, 2002, President Bush 
said, “I take this action to give our 
domestic steel industry an opportunity to 
adjust to surges in foreign imports, 
recognizing the harm from 50 years of 
foreign government intervention in the 
global steel market.” 

However, with Section 201, US 
became the most protected steel market 
in the world. The introduction of tariffs 


o7 the companies, or marks an apparent 
whether they use mm:~mill With the world on the reversal in US trade policy, 
oare Edain | edge of recession, any oe 
ene Ge | ne | ace oF ay ae 
and mini-mill producers | Of the US market could industry forced President 
e | tmeavpplecet | ful© fon 
distortions in the sceel with far wider position to save the steel 
tre government impose | implications for the | the US hammerng away 
o a Mea cemming chatonse 
importing countries the gods of free trade, now 
ircuding European nion has objected the country 1s itself adopting a “fair trade” 


strongly to the latest US move. And, the 
“orst of all, it is threatening a trade war 
berween the world’s >:ggest trade blocs. 


From “free” to “Zair” trade 
Crven this background, the US 
-nzvernational Trade Commission (IT ) 
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policy. 

The Section 201 tariff decision has 
been met with anger globally, 
particularly in Europe and 
steel-producing nations in the Asia-Pacific 
region. The war between competing 
interests rages on at home and abroad 





following President Bush’s decision, 
which will have far-reaching umplications 
domestically and abroad. Economists 
have fretted that the steel tariffs, which 
have provoked outrage in Europe and 
Asia, could be the first blow 1n a trade war 
that could undermine global economic 
recovery. 

Import restrictions on the other hand 
will benefit no one. At home, the US steel 
industry responded to the President’s 
announcement with price increases and 
warnings that there might not be enough 
steel to go around. In reaction, companies 
that use steel to make such products as 
lawn equipment, nuts, bolts and auto 
parts are warning of lay-offs and their 
businesses moving overseas. With the 
world on the edge of recession, any 
protectionist closing of the US market 
could have a ripple effect with far wider 
implications for the global economy. 


A hot business going cold 

American steel industry has done little to 
consolidate or rationalize. Instead they 
have continued to over expand and not 
allow antiquated facilities to close. The 
problem is not imports, but a case of 
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A A TT eS Re GLOBAL STEEL INDUSTRY 


“It is time for the US Government to try free trade in the steel sector.” 


© On the possibility of trade war 
It appears that there is already a beginning 


of a trade war with the EU announcing 
preliminary safeguard measures, Canada 
initiating the beginning of an investigation and 
other countries like Mexico, Brazil and others 
announcing increases in tariffs in response to 
the protectionist 201 action taken by the US In 
addition, the EU, Japan and others are also 
challenging the 201 remedy at the WTO, and 
threats of retaliation have been made, 
although whether that will happen before the 
WTO process works itself through is still an 
open question 

We at AIS believe that the US Government 
should be taken to task at the WTO for its 
abuse of its obligations and forced into 
compliance by our trading partners Steel 
imports declined substantially in 2001 and the 
WTO requires a substantial and unexpected 
increase in imports before imposition of a 
201-relief program We believe that a trade war 
by our trading partners will only spread the 
pain and economic losses from the US’s bad 
decision and we hope that international 
pressure and the WTO process will result in 
the Bush administration coming to its senses 
and embracing the free trade approach, it says, 
it_believes in To do otherwise, will hurt steel 
consumers in the US and in the other 
countries that impose such protectionist 
measures. 

AIIS believes in economic growth through 
free trade in steel. It is time for the US 
Government to try free trade in the steel 
sector—30 years of protecting, subsidizing 
and coddling the domestic industry has not 
created a competitive industry, merely a sense 
of entitlement by the weak companies who 
have shown that they cannot survive without 
Government interference in the marketplace. 


overcapacity within the US, Repeated 
protection for 30 years have not solved 
the industry’s basic problems of outdated 
production methods, fragmented 
structure, high costs and poor labor 
relations 

Instead of encouraging the industry to 
restructure, the long-term protection has 
sustained inefficient companies and cost 


David Phelps, President, AUS, Washington, USA 


C Oun WTO's role 

As noted above, the EU and Japan are 
leading a challenge to the 201 remedy imposed 
by President Bush At this point it appears that 
they will follow the normal WTO complaint 
process, which will take about two years or so to 
complete There are many wild cards in the 
deck, however, especially since the EU has 
already won an important case on export tax 
credits from the US and could impose 
retaliatory tariffs at any time. 

O On the morality of US action 

The sad part of this decision is that the US 
did not have to impose any additional tariffs on 
steel—there are cver 150 anti-dumping and 
countervailing duty orders in place on steel 
imports—to “save” the steel industry The 
strong companies do not need the tariffs to 
survive, and the weak companies, many of 
whom are in bankruptcy already, will not be 
saved by such actions—they have benefitted 
from 30 years of protection and are so 
mismanaged that they are not profitable even 
with the 150 orders already in place. 

O On the ailing US steel industry 

It is mismanagement, pure and simple. 
Take two companies, LTV and USS They have 
the same union, the same wages and legacy 
costs, they buy the same iron ore, coal, 
ferroalloys, equipment and make essentially 
the same products and compete against the 
same imports. One is a strong company and 
the other went bankrupt twice and has been 
liquidated under Chapter 7. There is oly one 
possible explanation left for the differences 
between the two companies, management. 
One is well managed and a tough competitor, 
the other, well, their experience speaks for itself 

O Outlook on the global steel industry 

The strong integrated companies will 
survive, and the mini-mill sector will continue 


US consumers dearly. As Anne 
O Krueger, Deputy Managing Director of 
the Internahonal Monetary Fund, says m 
‘a report on Big Steel “The American Big 
Steel industry has been the champion 
lobbyist and seeker of protection It 
provides a key and disillusioning example 
of the ability of special interests to lobby 
in Washington for measures which hurt 





to grow. We experienced a nearly 50 percent 
erowth in demand during the 1990s, and while 
the recession and the strong dollar have not 
been beneficial to that trend, the long-term 
flexibility of the US manufacturing base, along 
with the expected continued growth of the 
mini-mill sector are all strong positives for the 
steel and steel consuming sectors. The 
downside for all is if the Government 
continues to support the weak companies in 
the industry through protection and 
subsidies, the market will not be allowed to 
work and the weak companies will continue to 
be a drag on the steel market during periods of 
slow demand and, of course, also continue to 
demand more protection and subsidies. The 
experience in the recession of 2000-2001 is 
instructive. It was these weak companies, whc 
in desperation to stay out of bankruptcy or 
continue in operation, cut prices over and over 
again to keep operating rates and cash flow up 

It was they who depressed the market, no 
imports, which declined over 20 percent ir 
2001 and over 33 percent since the peak tr 
1998, in response to weak demand and poor 
pricing. For importers, the market does work 


the general public and help a very small 
group.” Another way to say this ıs that fo- 
each dollar American taxpayers and 
consumers pay for steel protection, 
perhaps 50 cents benefits owners and 
workers at big US steel companies and 
the other 50 cents is wasted. 

since the 1950s, the US Big Steel 
(integrated steel compames) have been 
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“The prospects of a trade war will incfease among the steel producing 
countries and among the steel exporting countries.” 


Susmita Dasgupta, Deputy Chief Economist, Joint Plant Committee (Steel) 


(] Do you think that the recent 
tariff imposition of iutport tariffs on 
stzel by the US will trizger a trade war 
between the major steel importing 
countries? 

As far as the steel importing countries are 
concerned ther are likely to benefit from the 
irr position of tariffs in the US. The steel 
exdorters to tne US are likely to compete 
amang themselves and -educe the export 
pr.ces. For cour.tries that are importers of stee, 
steel will be cheaper The prospects of a trade 
war will increase among the steel producing 
coJntries and among the steel exporting 
courtries. Suci countries are likely to find 
their export markets constraired by the US 
tantts and also their market share threatened 
by ncreased competition. What s worse is that 
the ndividual countries may start adopting for 
themselves the same criter a as used by the US 
to protect its own industry This will indeed 
hae a telling effect on the openness of trade 
pro dosed by the WTO 


reluctant to make the investments 
needed to match the new technologies 
introduced elsewrere. It was slow to 
repce open-heartl. furraces with basic 
oxygen furnaces anc was late in 
intocucing continuous casting. Big Stecl 
alsc acquiesced to high wages for tls 
unionized labor force Hence, these 
companies have d:tficulty not only in 
competing with more efficient producers 
in Asia and Europe Dut also with 
techr.ologically advancec US mini-muls, 
whit rely on scrap metal as an input. 

-ts only hope of survival lies in 
shrir.kage, consolidation and mergers 
rattez than artificial protection from 
pressures to restructure. The 
Government had recently announced a 
$15 bn rescue package for airlines, and 
now a likewise bailout foz steel would be 
an invitation to other industries to 
derrand similar largess2, which could 
darr age the US economy -rreversibly and 
also create glcbal repercussions. So 1s 
Presiz.ent Bush correct waen he imposes 
stee. tariffs? In what way 1s Uncle Sam 
rigat co compete with India or Brazil to 
make steel slabs? David Phelps, President, 
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0) What impact will the tariffs bave 
on world steel exporters? What can the 
rest of the world do about it? 

The imposition of tariffs will indeed restrict 
imports by the US and since the country is a 
large importer of steel, it will indeed ward off a 
large quantity of steel from its own market. This 
means that a lot of floating supplies of steel will 


American Institute for International Steel 
(ANS) which represents exporters and 
importers ın Washington D.C., is of the 
view that President Bush’s decision to 
impose tariffs on steel imports will hurt 
steel consumers and will not solve the 
problems of weak, mismanaged steel 
companies in the US. 


Worldwide repercussions 

The announcement of tariffs on steel 
imports is threatening a trade war 
between the world’s biggest trade blocs. 
The EU, Japan and other steel producers 
maintain that their companies are more 
efficent than American producers. Japan 
became the latest country to file a 
complaint against the tariffs with the 
WTO ın Geneva to battle the “unfair” 
safeguard measure. The EU had already 
filed a formal complaint with the WTO, 
although that could take months to 
resolve With growing job losses 
throughout the industry, the EU and 
Brazil have demanded compensation 
from the US for lost imports and 
threatened to impose retaliatory tariffs of 
their own South Korea is planning to 


be available in the market that may send the 
prices down. World steel prices are likely to fall 
further. The overall fall in world prices will 
make imports cheaper in the US despite the 
tariffs and imports may in fact increase as a 
result of its own tariffs. The US had itself 
envisaged this problem and moved the OECD 
to issue multilateral talks among the countries 
in the world in order to voluntarily cut 
capacities. How they will do so is not 
immediately evident and in all likelihood this 
will mean an exit of bankrupt companies. If 
this were the case, then it will mean that 30 
percent of the US firms exit because such is the 
percentage of bankruptcy of the US steel 
producers. But, the US’s actions and the chain 
of events consequent upon it will force the steel 
producing nations to seriously consider the 
closing down of steel producing capacities in 
case of default. 

(0 Where does the WTO figure in this 
stand off between the US on one side and 
the EU and the rest of the world, 
specially the EU, on the other? 


lodge a formal complaint with the WTO. 
Meanwhile China 1s also preparing to 
launch its first WTO complaint since 
joming the global trade body last year. 
Some steel producing companies m 
developing countries, including South 
Africa, have negotiated broad 
exemptons from the US tariffs, while two 
of America’s biggest trading partners, 
Country February 
2002 


February 
2001 


Indonesia 
Japan 

Korea 
Mexico 
Russia 

South Africa 
Turkey 
Ukraine 
Others 


Total 
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So far, the WTO has been neutral on the 
matter. The US has imposed tariffs in defense of 
its own industries, as nearly 30 percent of the 
steel-producing firms are today bankrupt in 
that country This is one thing, but the EU’s 
imposition of a retaliatory duty on US imports 
will indeed start a trade war I am not certain 
whether revenge and retaliation are among the 
provisions in the WIO At an immediate level, 
the WTO is likely to support the US over the EU. 

O Ifthe world’s strongest economy 
requires such a high protection for its 
steel industry, then what right it would 
have to ask much weaker economies to 


lift their tariffs? 

The US is seeking protection for its steel industry 
under the WTO-compatible guidelines and 
thus, the weaker countries can do the same as 
well What ıs not WTO compatible is the fact 
how is it that the OECD multilateral talks can 
discuss capacity cuts in individual countries. If 
the OECD is going to persuade a market-based 
capacity cut for its member countries, we 
cannot quite comprehend why the process 
cannot begin with the US? 

O Do you think that the recent 
suffering of the US steel industry ts 
because of its inefficiency, which has 
been creeping in over the years, and not 
because of the import threats? 


Canada and Mexico, would be exempt 
from the product-by-product tariff 
changes. Developing countries such as 
Argentina, Thailand and Turkey have 
also been exempted under free-trade 
deals. But steel producers in China, Brazil, 
Japan, South Korea, Norway, Ukraine, 
New Zealand, and Russia are expected to 
be hit hard by the US tariffs. OECD, the 
rich countries’ think-tank, says that steel 
Year end 

2002 


Year end 


Countr 2001 


Australia 


Indonesia 
Japan 
Korea 
Mexico 
Russia 

South Africa 
Turkey 
Ukraine 
Others 





I quite agree with the thesis that the 
problem with the US steel industry is with its 
own self and not with threats from imports 
Today, 30 percent of the US steel industry is 
bankrupt which involves a capacity of 26.8 
million tonnes of steel. In 1998, the US 
imported over 39 million tonnes of steel and in 
1999 it imported 29 million tonnes. This 
means that the bankruptcy happened with 
falling imports. The fall ın imports happened 
before the imposition of Section 201, which 
goes to show that the US economy is in a state 
of recession and the bankruptcy of firms may 
well be due to it than due to cheap imports. But 
nothing can be said certainly until and unless 
we work out a case-by-case analysis of the US 
steel industry. Today the US has imposed a tariff 
of 30 percent. The existing tariff was roughly at 
10 percent before the imposition of Section 
201. This is a 20 percent increase in the per 
unit price. Assuming other things remain 
unchanged, the 20 percent increase in price 
should increase profits by 20 percent. If a 20 
percent increase in revenues is enough to set 
off bankruptcy, then we can indeed say that the 
US steel industry was being obstructed by 
cheap imports. If more than 20 percent 
increase in profits is needed to overcome 
bankruptcy, then we may assign the amount 
over and above 20 percent to the inefficiency of 
the US steel industry. 


producers need to cut more than 100 
mullion tonnes of capacity worldwide to 
restore the industry to profitability. The 
trade war comes just a few months after 
world leaders pledged to co-operate in 
launching a new trade round ata meeting 
in Doha, ın the Gulf Arab state of Qatar. 
However, the US claimed its move was 
prompted by “unfair” government 
support for steel-makers ın other 
countries, and is supported by WTOrules. 
Leaders of EU nations signed a 
declarahon supporting the complaint to 
the WTO, and moves towards “possible 
safeguard measures”. “The European 
Council has taken note with great 
concern of the safeguard measures 
introduced by the US in the steel sector 
which are not in conformity with WTO 
rules,” the declaration says. EU 
steel-makers say they stand to lose $2 bn 
a year to the US tariffs. Japanese Trade 
Minister Takeo Hiranuma warned that 
his country may retaliate with measures 
to protect its own steel industry. EU Trade 
Commussioner Pascal Lamy says that it 
would be “a question of days” before the 
EU issued quotas on steel umports to 


C) What ts your outlook on the globa 
steel industry in the long run? 

In the long run. the global steel industry 
will start having a very different look The 
excess capacities in the steel industry are likely 
to remain, but they will change their form o 
existence to a large extent. The steel industry, 
because of its excess capacity world over will 
look for global operations with a view to 
dissolve the excess fat. The “service” 
component of steel manufacturing will 
increase with higher value-added materials for 
diversified use. Fabrication, welding 
techniques, service centers and industrial 
hubs may emerge in order to fine-tune the 
bulk commodity into specific consumer 
needs. The conflicts such as the US may 
increase, because while the economics of steel 
production needs large concentration o 
capital, the economics of consumption will 
need smaller and specialized quantities. There 
will be a greater role of trade in the future as 
locations of production and consumption will 
diverge more and more The more globalized 
firms will be better placed financially than the 
less globalized firms We must be prepared to 
produce more in order to export more since 
the centers of production and consumption 


will vary greatly. 


prevent its own industry from being 
damaged by steel redirected from US 
markets. Lamy adds, “The US decision to 
go down the route of protectionism is a 
major setback for the world trading 
system.” 

A higher tariff to protect the domestic 
steel industry will probably come at a 
heavy price especially with reference to 
relations with countries that conduct 
friendly trade with the US Fearing that 
cheap steel would flood their markets, 
other countries imposed their own tamffs. 
some have threatened retaliatory trade 
barriers on US goods ranging from 
motorcycles to orange juice. It could 
spark a chain reaction, which could halt 
international trade in the commodity 
sector. The immediate danger 1s the risk 
of additional safeguard measures against 
imports of steel, taken by the EU. The US 
decision may thus trigger a chain reaction 
that could foreclose practically all export 
markets and bring international trade in 
steel to a total halt. Phelps says, “We are 
concerned that major US trading allies 
will close their steel markets in response, 
creating more protectionist pressure on 
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international markets and that retaliation 
aga-nst US exports of agricultural and 
other products will spreaciin an escalating 
trade war.” 


Will it be a right pill? 

Given the US steel industry’s chronic 
problems, will Bush’s recent protectionist 
moves save it? Analysts say the best 
evidence of the fact that -mports are not 
the problem here is that the. prices of 
mary US steel products already pone 
by kgh dumping duties 
have ^ot increased. Even 
wittout imports, US steel 
producers are hurting | 
themselves and each other. | 
by selling below cost 
There is no assurance that | 
the US industry will 
eliminate outdated steel |: 
making facilities and 
practices once if is Rise 
“virtcally shielded” from fz!’ 
imports. “The President jt ., 
has made a courageous |è s 
decision in the national =| 


' interest,” says ‘Andrew ‘5 Sharkey HI, 


President and CEO of the American Iron 
and Steel Institute. “This decision will help 


. return the American steel industry to 


hea'th, and send the signal that America 
will 20 longer serve as the world’s steel 
dumzing ground.” US Sæel Chairman 
Thames J Usher called the Bush’s decision 
“a victory for everyone who cares about 
the iuture of the steel industry in 
Amezica, and could hel jet set the stage for 
revita ization of the in ” However, 
critics aim that these tariffs wall hurt steel 
consumers and will not solve the 
problems of weak, mismanaged US steel 
companies. “Well-managed and competitive 
companies do not need the Government 
to guarantee profits via more trade 
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protection. It is American companies and- 


workers who are going to pay the price 


-for this remedy,” says Phelps. Tariffs will- 


raise the price of steel for US 
manufacturers, he says, while therr global 


competitors will pay mternational market » 


prices. The result will be job losses, as US 
steel-consuming industries will be forced 
to move their plants offshore ‘to compete 
with foreign manufacturers. 

On downstream impact of tariffs, Jon 
Jenson, Chairman of the Consuming 
Industries Trade Action Coalition 
(CITAC), US, says, “American 
manufacturers are angry about the 
tariffs, their interests were lost in the 
frantic political effort to appease steel 
producers and their unions. The tariffs 
come at a particularly bad time.” Steel 
prices are rising dramatically, delivery 


' lead times are lengthening, shortages are 


anticipated and customers are being 
warned about having their steel supplies 
rationed. President Bush, who pledged to 
lead the world to free trade, has departed 


_ from his principles to curry political favor. 


The purpose of tariffs and quotas is to 


‘inflate prices, creating a new tax on 


American manufactured products. 
Jenson cites three studies released since 
December 2001 that 
examined the potential 
impact of steel restrictions 
| from several perspectives, 
all of which aad that 
import tariffs and quotas 
‘would cost thousands of 
American jobs. “We’re 
_ | especially concerned now 
| about downstream users 
‘| who must import because 
‘| their steel inputs are in 
short supply in this 
country or not available at 
all,” he adds. 

Donald F Barnett, a steel analyst and 
President of Economic Associates Inc., 
says domestic problems remain after 
Section 201—bankruptcies, capacity 
closures and restarts, and the viability of 
industry restructuring. Yet, the domestic 
industry knows the tariffs are temporary 
and decreasing. “They have to do 
eomething before the three years are up. 
If domestic producers raise prices and do 
nothing to cut costs or restructure, the 
tariffs will be removed.” Whatever 
happens as a result of the Section 201 
decision, Barnett believes mini-mills will 
gain a much larger share of the market 
within the -next decade. “The tariffs 


-provide an umbrella for them to capturea ` 


larger share because they can raise prices 


a little less, and fill up their plants.” 
However, critics say that tariffs alone are 
not the solution. US steel firms and labor 
unions blame cheap imports from 31 
bankruptcies in the past. Countries 
opposing the tariffs say US woes are due 
to years of failure to restructure the steel 
sector and a strong dollar, which has risen 
23 percent against the Euro in two years. 


Outlook- 


The US action will lead to further 
efforts to re-establish protective tariffs 
worldwide. Clearly, the ongoing shift in 
US tariff policy is a direct threat to the 
WTO. The EU will be the biggest loser, but 
the losses will be felt from the Americas to 
Asia. Add to that the growing sense of 
unfairness in the world as the US is yet 
again seen to be a unilateralist nation that 
does not consider the consequences of its 
actions on the rest of the world. 

While the Federal Government 
decision of tariffs on imported steel is 


‘meant for protecting the domestic 


industry, the move will destroy the 
competitive position in the home 
markets. Domestic players will become 
non-competitive in comparison to 
offshore manufacturers. It will also lead 
to thousands of people losing their jobs at 
other manufacturing companies. The 
tariffs on imported steel. would simply 
mean that the American consumer pays a 
higher price for steel products. And, one 
cannot rule out the possibility of shift in 
consumers’ preference (especially from 
major users like auto companies) to 
substitute products lıke plastic and 
aluminum. 

' Around the globe, the steel industry’s 
problem is the huge amount of excess 
steel capacity. US-based steel analysts feel 
that the rest of the world’s solution has 
been to force the US out of business by 
shipping enormous volumes of low- 
priced imports in violation ‘of 
international rules. The president Bush 
needs to negotiate serious reductions in 
this excess capacity. A stiff tariff will allow 
steel manufacturers the breathing room 
to reinvest and restructure while 
providing the President the leverage to 
negotiate a long-term fix with the US’ 
trading partners. However, instead of 
protecting the ailing domestic steel 
industry, the right business sense for the 
US would be that it imports steel from 
places where it is avazlable chiefly. m 


N Janardhan Rao, Teom Analyst 
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INDUSTRY 


Indian Railways 


Restructuring is the key 


Indian Railways occupies a special position in the socio-economic life of Indians. It is now facing acute problems in its financials 
anc implementing rigorous reforms has become imperative to revive if. 


rail networks ın the world with more 

than 1,07,360 track kilometers, 1s at a 
crucial juncture today. Through its vast 
transportation network it has integrated 
markets and people across the length and 
breadth of the country. Particularly in 
tines of war and calamites, ithas risen to 
the occasion and become one of the 
foremost -nsiitutions in _ndiz. Despite all 
thes2 vital contributions over decades, 1t1s 
hizt. tme that the concerned authorities 
deaze on the future survival strategies o7 
the Railways. 

Though the institution has been 
cor tubuting to the ecoromiz growth o: 
the nation, its own economies are 1r. 
Jeoperdy today. With decreasing suppor- 
from the exchequer, daclirung freight 
business and high competition from the 
' road transportation ne-work, stagnant 
revenues, low productivity, increasing 
staf and pension costs. and operahng 
ccsts as high as 985 
percent,” the financtiel 
pos:tion of INDIAN 
RAILWAYS clearly 
ind_cates that -t is on the 
deathbed. 

Against this bacxdraz, 
fea apparent questions 
arise. What are the majcr 
reasons that have led b 
this precaricus state? 
What is to be dene to 
ma<e INDIAN 
RAILWAYS a 
commercially viable entizy in the future? 
Wanat are the posstole elternatives and 
what are the repercussions of these 
alternatives on its economic growth and 
emp_oyees? Though the answers to these 
questhons may seem easy to answer, if 1s 
a C1ticult task considerinz the complexity 
of cperations. 


On the wrong track 
Like the rich heritage of Indian Railways, 
the ist of reasons for 1ts financial distress 


[Eo Railways on2 of the biggest 
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With Railways 
extending cross 
subsidies, many of the 


corporates have opted 


for road transportation 
to cope with the 


increased 
freight charges 





is also elaborate. Since 1ts inception, Indian 
Railways has been fulfilling its social 
obligations successfully. Moreover, the 
increased pressure to carry out these 
social obligations has never been equally 
backed by increase in funding. According 
to Indian Railways sources, Indian 
Railways’ annual social obligation 1s 
around Rs. 4,000 crore but it receives only 
Rs. 800 crore as compensation. In spite of 
this, Indian Railways continues to fulfill its 
social obligations like a faithful servant of 
the public This has resulted in the 
formulation of inappropriate pricing 
mechanism where the emphasis 1s more 
on subsidizing lower class passenger 
services. It was felt that the subsidies 
extended to the passengers could be 
compensated by the increase in freight 
charges and higher-class passenger 
service charges. According to the report 
of the Comptroller and Auditor General 
(CAG) of India, between 1992-93 and 
1999-2000, Railways 
incurred a loss of Rs 10,000 
crore on transportation of 
essential commodities 
below cost, on providing 
passenger and other 
coaching services, and for 
the operation of 
uneconomic branches. 
Globally, itis the freight 
business that contributes 
more to the revenues 
rather than the passenger 
services. In fact, 70 percent 
of the revenues generated globally by 
Railways are directly attributable to 
freight business. In India, only 13 percent 
of revenue is contributed by passenger 
service and 87 percent by the freight 
business. Indian Railways has over time 
ignored the most profitable business of 
freight and 1s facing the consequences. 
Concentrating on the 13 percent instead 
of the 87 percent, Indian Railways has 
focused more on fulfilling its social 
obligations. Asa result, its market share in 
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freight business came down from 87 
percent ın 1958-60 to less than 35 percent 
in 1999-2000. Globally, both in developed 
and developing countries, the rato of 
passenger km charge to a freight tonne 
km charge is about 3:1 but in case of 
Indian Railways, this ratio is just 1°3. 

Another major reason for the current 
situation of Indian Railways 1s the 
economic reforms. Reforms have 
subjected Indian Railways to a great deal 
of external pressure. As a result of the 
economic reforms accompanied by trade 
and traffic reductions, the call for Railways 
was to become more competitive. 
However, with trade barriers being 
removed steadily, more and more 
companies have become cost conscious. 
With Railways extending cross subsidies, 
many of the corporates have opted for 
road transportation to cope with the 
increased freight charges. During the last 
decade, the proportion of the total 
production of commodities transported 
by rail has come down drastically. The 
annual growth rate as measured by the 
net tonne kilometers, which stood at 5.33 
percent during 1984-91, has come down 
to 1.86 percent during 1992-99. A significant 
fall in the profitable segment has had its 
obvious impact on the financials. 
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Another major reason for the poor 
financial position of Indian Railways is 
high rate of investments in non- 
remuneratve projects. Indian Railways 
has been investing heavily on some 
projects where the returns both in the 
short and long run are not high enough. 
The adoption of unigauge project, which 
involved huge investments during the 
1990s has been pointed out to be 
particularly harmful to the financials of 
Indian Railways. Investments in 
electrification have also been excessive 
compared to the requirements of traffic. 
Add to this the additonal financial stress 
due to tme and cost overruns. During the 
last decade, myriad new lines have been 
sanctioned which have later been found 
to be unviable. Railways had already 
commutted funds to the tune of Rs. 3000 
crore on these unviable projects and 
requires another Rs. 40,000 crore to 
complete them. Majority of the lines 
sanctioned were to gain political mileage. 
Although the growth of actual 
` investments in these new lines has been 
small, this has diverted vital engineering 
and managerial resources to a significant 
extent 

Indian Railways has also been 
confronted by rising employee costs 
coupled with poor produchvity. Though 
the Indian Railways may boast of being 
the largest employer in India with more 
than 15 lakh employees, several 
departments of the sector suffer from 
disguised unemployment (1.e., where the 
marginal productivity of the laborer is 
zero). Staff costs account for more than 50 
percent of the revenues generated and 
this has further increased with the 
implementation of the pay commission 
` recommendations. Together with low (or 
zero) productivity levels, the huge 
workforce is proving to be burdensome 
for the sector. And if one adds the pension 
outgo the figures change radically. As 
compared to the pension outgo of 3.4 
paise to each rupee earned in 1981-82, ıt 
has increased to 10.5 paise to each rupee in 
1998-99. 

Asa result of the strain on the financial 
resources the proportion of expenditure 
on repairs and maintenance has come 
down. In the last ten years, the arrears in 
track renewals have grown from 3,548 
km to over 11,211 km. Further, Indian 
Railways, for the first tme ın the last 17 
years, has failed to pay dividends to the 
Government which amounts to around 
Rs. 2,500 crore. In order to meet the funds 
constraint, as a result of decreasing 
budgetary support, Railways has raised 


huge funds from the market directly at a 
higher rate. According to the CAG report, 
high average cost of borrowing at 12 
percent during the financial year 2000-01 
ig one of the primary reasons for 
worsening of its finances. While for other 
sectors of the economy the interest rates 
are below 11 percent, it has remained 
unchanged since 1997 for Railways. The 
report also pointed out that there was a 
negative flow of funds by Rs. 544.62 crore 
to general revenues from Railways in the 
fiscal 2000-01, which points out 
deteriorating financial position of 
Railways. Indian Railways’ inability to 
invest adequately and to provide efficent 
and cost-effective services has raised 
questions about its future. To restore the 
pride of the organization, ıt 1s imperative 
that ıt reorganizes itself and brings itself 
back on the track of growth. 


Prescriptions for cure 
Though the financials of Indian Railways 
appear grim, there 1s still scope for 
providing some curatives. As the Railway 
Minister Nitesh Kumar said, “A right 
definition of the problem means that 90 
percent of the problem is solved. There 
are several prescriptions, and surgery 
needs to be resorted to only when all 
other options fail.” To diagnose and 
identify the problem confronted by the 
Railways, the Railway Minister has 
constituted a committee under the 
stewardship of Dr. Rakesh Mohan, 
economic advisor in the Prime Minister’s 
Office. The committee after a detailed 
study of the functioning of Indian 
Railways has come out with a number of 
recommendations. According to the 
committee, 1f the recommendations are 
implemented ın the right sense, then it 
may not be long before we see Indian 
Railways back on the track of prosperity. 
The committee has called for 
reforming the Railways immediately. 
Crucial among the recommendations of 
the committee is the gradual 
corporatization of Railways, thereby 
decreasing Government control. The 
committee claims that if Railways is 
corporatized and made to run on a 
commercial basis, the situation is bound 
to resolve. The ability of Railways to 
accelerate the growth rate of its revenues 
from both freight and passenger traffic 1s 
central to the success of any effort to 
restructure the organization and to 
finance its indispensable investments in 
future. The committee pointed out that 
the passenger fares are set with clear 
political considerations in mind. The 





commuttee has asked the Indian Railways 
to do away with the subsidy m passenger 
fares and has asked for an increase of 10 
percent in passenger fares over the next 
five to ten years 

Also, due importance must be placed 
with respect to freight transportation. In 
order to enhance market share in freight 
transportation, Indian Railways should 
adopt a combination of tariff reduction 
and quality enhancement. At the same 
time, it should try to improve its 
operational efficiency. To cope with 
increased competition from other 
transportation networks, Indian 
Railways requires a significant change in 
its strategy towards freight business. 
Today, road operators extend a credit 
facility of 60 days whereas Railways 
demands an advance payment. It should 
also extend the credit facility. At the same 
hme it should try to bring down the 
freight charges to global levels. Today, 
the freight charges are highest among 
the rail networks ın the world. Together 
with 1mproved operational efficiency 
and reducing delays in transportation, 
Indian Railways can regain its lost 
market share. According to the Rakesh 
Mohan Committee (RMC), an annual 
growth of seven percent can be achieved 
if Indian Railways focuses more on 
freight business. This can easily generate 
higher revenues with its existing 
network. 

Almost unanimously, various 
committees constituted so far have 
emphasized on reducing the high 
operating costs. The operating cost of 98.5 
percent is too high for any business or 
industry. In fact, the Parhament Standing 
Commuttee has stressed for more urgent 
reforms m line with the blueprint drawn 
up by RMC. The RMC has recommended 
that a major restructuring 1s required to 


s 5} 


CHARTERED FINANCIAL ANALYST © May 2002 


INDIAN RAILWAYS mummoa 


actieve the opgjective of commercializing 
Indzan Railways and making its 
maragement autonomous. It has also 


recommended the creation of an Indian © 


Railway Corporation at first, and to 
regulate its activities, an Indian Rail 
Rezulatory Authority (RRA) similar to 
the Telephone Regulatory Authority cf 
India for Telecommunications should bz 
set up. Once this is done, it will be 
empowered fo decide tariffs based on 
commezcial considerations. While the 
committee upheld the role of Railways a3 
a provider of mass transportation, it 
empnasızed that the commercial aspects 
cat: no longer be ignored. This requires 
deiinking of the cost of social and othe- 
obl:gations being borne by the organization 
from its commercial _operatians. 

-In a major shift ın infrastructure 
deve_opmeni:, the Parliamentary Standing 
Committee has recommended that the 
necessary infrastructure development 
shculd be fully funded by the Governmen- 
as ir. the case of roads, airports, and ports. 
Th:s means: that the development of 
infrastructure will be 
taken care of by the 
Government and 
operational aspects will 
be taken care by the 
Railways Towards the 
use of infrastructure, |; 
Railways will pay the. į; 
Government some taxes. |:,, 
This recommendation if | 
approved . and |y 
implemented will also | 
help the Government to 
encourage private 
par-ipation in Railways. . 
In czature, one can see mulopie 
trarsporters and multiple organizations 
tak:ng advantage of the Government 
funded and developed infrastructure. . 

with respect to the ongoing projects, 
the Railways should aim at prioritizing 
them and use the available resources 
based on priority and viability. Most of 
the projects are being funded by high cost 
extemal borrowings. There is no point in 
commissioning new projects with 
negative or zero rates of returns just to 
fulfal. social obligations or political wills. In 
the railwav budget of 2000-01, eight new 
projects with a negative rate of return of 
Rs. 713 core were initiated just to fulfill 
certan political ambitions. It is time that 
Railyvays divorced such kind of practices 
and commissioned only those projects 
that possess the potential for good 
average rate of return on investment. Itis 
higk. time that Railways tries to improve 
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In future, ong can see 
.. multiple transporters — 
` * and multiple 
organi nizations taking 


_ advantage of the 
Government funded 


a 
' infrastructure 





its efficiency by pruning the-number of 
yards, sheds, depots and offices and 
augmenting capacities on saturated high 
density corridors. Earlier committees, 
including the RMC, have asked the 
Railways for better utilization of land and 
other idle assets of the Railways to 
increase the productivity levels. Once the 
productivity levels rise, it can reduce the 


massive workforce in some areas with no - 


repercussions on the functioning. Since 
the non-core businesses do not have the 
long-term potential of generating 
revenues, Railways should ext from all 
such activities. Concentration on freight 
business and enhancing the passenger 


- services will help it to revive the situation. 


Also, the RMC has recommended 
privatization of its production units and 
workshops spread across the country. 


_Though the railway ministers have 


expressed reluctance to privatization, it 
may not be long before they will be 
forced to privatize the production units 
and workshops if the present situation 


continues. 


The RMC, considering 
the various alternatives, 
‘identified strategic high- 
growth scenario, which will 
boost the financials and 
transform Railways into a 
commercially viable entity. 
‘| For this to be achieved, it 
-| has-asked the Government 
to provide funds to the tune 
-| of Rs. 70,000 crore in the 
next five years. It has also 
-| mooted a $1 bn multilateral 
funding with 3) percent 
Government participation. The 
committee has worked out a capital 


-structure, which aims to reduce the debt 


burden to the tune of over Rs. 6000 crore. 
All these recommendations, though not 
new, are being emphasized again by the 
committee. Similar recommendations 
came from the World Bank in 1994 when 
Railways approached the former for 


funding. The recommendations of the’ 


committees constituted so far, have all 
indicated towards improving efficiency 
and to do away with the cross subsidy 
approach. Though the latest budget did 
not announce any decisions ding the 
reforms agenda for Railways, the need of 
the hour demands concrete reforms and 
restructuring of Railways. 


Act now or never 
Though various committees have 
recommended the reorganization of 


Indian Railways, people associated with 


Railways have expressed serious concerns. 
Particular concerns were expressed 
regarding the recommendations of the RMC, 
which recommended corporatization of 
Indian Railways. The major opposition 1s 
targeted against the privatization of 
Railway production units and 
workshops. According to the unions, this 
will lead to higher costs of products and 
consequently the service charges. Also 


exiting from related services like catering 


and maintenance of Railways, will incur 


‘additional costs both to passengers and 


Railways. Privatization of some of the 
commercial activities will lead to serious 
erosion of revenues and will lead to 
increase in various service charges. 
Though opposition to reforms is 
common in a country like India, 
Government should act in the better 
interest of the orgaruzaton. 

For the medicine to work, it is important 
that political parties are kept at a distance 
from Railways. The corporatization of 
Indian Railways has been suggested 
solely to achieve this. Consider the 
railway budgets presented by Mamata 
Banerjee: To fulfill her political ambitions,- 
she had opted not to increase the. 
passenger tariffs and in turn opted’ to 


“increase the freight charges. This resulted 


in erosion of its market share and this kind 
of policy should no longer be encouraged. 
It is with respect to this aspect that RMC 
has recommended the setting up of IRRA 
to formulate tariff policies. It is still one of 


the few commercial organizations that 


have huge unmet demand. If it can use 
the existing infrastructure efficiently; it 
can radically improve its revenues with 
very low additional costs. Effective 
handling of the logistics and rolling stock 
available will enable the Sei wens on 
commercial lines. 


Learning from others 

Though global’ experience in 
implementing reforms in Railways is not 
so encouraging, Indian Government 
should study the reform processes being 
implemented in countries like Britain, 


. Japan and Australia to avoid pitfalls. It 


may not be possible for Indian Railways 
to emulate a global agenda owing to 
differences in demographics and nature 


_ of operations. In the developed countries, 


freight business is the core for Railways 
since the people there depend more on 
road and air modes of transport rather 
than rail. This attitude helped the global 
railways to concentrate more on freight 


‘business from the beginning. However, 


CHARTERED FINANCIAL ANALYST * May 2002 


si D | N) A N RAILWAYS 


CIl’s 11-point agenda for Indian Railways 
1. Freight charges: Freight rates on the Indian Railways are among the highest in the world due to heavy 
subsidization in transport of essential commodities below cost level, passenger and other coaching services and 
uneconomical branch lines. Freight rates have been increased in every budget, which has hurt the competitiveness 
of the Indian economy. 
¢ The freight rates should reflect the cost of operations plus profit margin. Freight charges should be on the basis of 
actual weight carried. 
e Phase out cross subsidization. 
e Reduce freight prices during off season. 
2. Other issues which need to be addressed to increase the share of freight traffic by rail include: 
e Redesigning freight wagons 
© Reducing speed differential between goods and passengers train. 


3. “Own Your Wagon Scheme”: Interest in the “own your wagon scheme” has declined because of discriminatory 
excise duty policy followed by the railways. 


4. Cost of siding: Presently, the capital cost of siding is borne by the private sector and the only customer is the 
railways. The cost of siding should be shared by the private sector and the Indian Railways. 


5. Credit terms: Road transportation payments are on a 60 days credit basis while Railways charge advance payments 


for freight. The Railways should also extend credit terms for freight charges, on par with the road transport so as to 
increase its share of freight traffic. 


6. Settlement of claims: Provide for a single window system for settlement of all freight claims at the zonal level. 


7. Right-sizing the Indian Railways: There is a need to right-size the Railway staff strength and increase customer 
satisfaction by making Indian Railways commercially viable. 


8. Corportization of production units: The Railways should corporatize its production units and later convert them 
into joint ventures with international suppliers to ensure competitiveness and the induction of the state-of-the-art 


technology. 


9, Safety measures: In view of the increasing incidence of accidents in the recent past, there is an imminent need to 
improve safety measures by strengthening the accident investigation process and introduce a system of 
accountability and penalties for non-performance. 


10.Restructuring the Railways: There is a need to divide Indian Railways into two separate arms, one responsible for 
Infrastructure development and maintenance and the other for operation of railway services. 


11. Railway facilities: There is a need to improve the facilities of the Railways by: 

Stepping up electrification of railway tracks so as to reduce costs 

Providing greater port connectivity to encourage private investment and also to help growth of foreign trade 
Leasing out railway stations and terminals to private sector for operation and maintenance 

Use excess railway station land for market/office areas to generate revenue 

Introduce build, own, and operate warehouses 

Encourage private sector participation in Railway telecom system 

Increase private sector participation in catering and touring services 


Encourage private sector participation in gauge conversion, R&D, locomotive leasing, maintenance of 
information kiosks, cleaning, sanitation conveniences, bedrolls, bookings, security, public announcements, 
LCD display boards on time sharing basis, etc. 


Source wwivcuonline org 
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in a country like India where the 
population depends more on Railways, it 
is important that Railways gives due 
importance to passenger service business 
but not definitely at the cost of freight. So 
the solution to the present problem 
should be our own. 

The Confederation of Indian 
Industry (CII) has also come out with a 


11-point agenda for reforming the 
activities in Railways (see box: CIl’s 11- 
Point agenda) The reading on the wall ıs 
clear. If Railways has to attain financial 
viability, significant organizational 
changes will have to be resorted to anda 
new investment program should be 
launched to achieve high traffic growth. 
Ifat all the intention of the governmentis 


to make Indian Railways a commercially 
viable entity by the turn of this decade, it 
has to seriously act now without further 
delay so that it 1s able to gear up to face 
future challenges. w 


Y Chandra Sekhar, Team Anal 


Reference # 1-2002415-11 & 


e 53 


generation, rationalizing 
- fares and freight; scrapping 


- supvort of funds for 


* 


BY INVITATION 


Indian Railways 


Reality strikes 


Indian Railways is in 2 watershed period in its history today and therefore drastic action needs to be taken in a number of areas i 
make this august organization the country’s pride once again, says KK Nohria, President, The Associated Chambers « 


Cammerce and Industry of India. 


ndian Railways over the past 
decade has fallen into a vicious cycle of 
under investment. misallocation of 
scarce resources, increasing 
indebtedness; poor customer service and 
rapidly deteriorating economics. The 
overwhelming sentiment of Tae 
Associated Chambers of Commerce and 
industry of Indie (ASSOCHAM) is that 
tine has run out. Action 1s overdue. Tae 
irtperative is to get started fast on a 
program or restructuring and reform. 
Unfortunately, successive railway 


ministers have not paid too much 


attention on this aspect. On the other 
hand, none cf the finance mirusters have 
shown Interest in the restructuring of 
Irdian Ra:lways. The inability of the 
Central exchequer to meet with the 
requirement of funds fcr Indian Railwavs 


cculd well be understandable from its . 


cwn none-too-happy fiscal conditicn 
wtere the abnormal increases in its 
r.on-plan exvenditure has left it with 
Izmited funds to spare for Indian 


Railways. Indian Railways ts passing - 


th-oughabadphzese. | 
The - ASSOCHAM 
strangly feels that. the 
Government should bring 
it back to health. Increasing 
inzarnal resource 


of unviable projects; 
accelerated comp-etior. of 
rerr.unerative projects and 
catching up with renewal 
and replacemen: work 
would nurse Indan 
Railways back. to heath. 
Indian Railways also requires a new 
Vision. 

The loss of market share in the 
profitable freight business, lack of 
flex:bility in pricing, higt cost of iriternally 
scurced products and services together 
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The reiatively low 

levels of employee 
-. productivity in the 
:-- - Indiag Railways 


‘problems of having a 
"large workforce 





with investments in unremunerative 
projects have meant that the rate of 


` growth in revenues has beer. outstripped 


by the rate of increase in costs, 
particularly in ‘the last five years. These 
problems have.essentially resulted from 
the wrong organizational structure of 
Indian Railways which devalues 
accountability at every level. 
Excess workforce and 
declining productivity 

Rising employee costs, poor productivity 
and declining budgetary support have 
compounded the problem. Staff costs, 
which account for about 50 percent of the 
costs have been growing the fastest. This 


percentage is likely to increase even faster . 


with the implementation of the 
recommendations of the Fifth Pay 
Commission. If Indian Railways is to 
become a truly modern transportation 
system offering services that could face 
up to the emerging competition, the issue 
of an accelerated reduction in manpower 
has to be addressed without delay. 

In any set of financial projections, a 
substantial net reducton 
in employee strength (at 
least 20 percent of the 
total) has to te provided 
for. | 


strength would rule out 
| any upturn in Indian 
4 Railways’ performance, 
even in a high traffic 
growth scenario. Going 
by the conclusions of a 
diagnostic study on this 
-| problem carried out by 

RITES for the Railway 
Board, the excess manpower could be 
more than 25 percent of the total. On a 
very conservative basis, therefore, a 
reduction of 20 percent of tne present 
overall strength should be targeted over 
the next five to seven years. 


Retention of current . 
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This will ‘require, apart fror 
reductions through normal retirement 
the spinning off of ancillary activities an 
also a well-designed VRS scheme to Ł 
implemented early, m phases. 
. Indian Railways is passing through 
very hard time. It 1s true that the Fifth Pa 
Commission has placed an enormou 
burden on our resources. 
Reduction’ in the sanctione: 
manpower strength will reman a priorit 
area. If focus is brought on these area! 
the reduction in expenditure may be quit 
substantial. Unfortunately while it 1 
known that Indian Railways suffers fror 

excess of manpower, on the other han 
Indian Railways spends around Rs. 20 
crore every year on payment of overtum 
to the staff. 

The relatively low levels of employe 
productivity in the Indian Railway 
compound the problems of having 
large workforce. As compared with th 

-increase in real wages (average pe 
railway employee) of 108 percent th 
Increase in average productivit 
measured in terms of output in “Traffi 
Units” over the period 1981-82 to 1998-9 
works out to only 82 percent. Th 

. disparity would be still more adverse : 


= Government 
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the component of pensioners’ benefits 1s 
added to the average staff costs. Pension 


outgo accounted for 10.5 paise out of © 


every rupee earned by Indian Railways in 


1998-99-—-a steep increase as compared to- 


1981-82 when it was just 3.4 paise to each 
railway rupee 

The root of the financial problem 
confronting Indian Railways 1s therefore 
found ın the lack of adequate productivity 
increases that are commensurate with the 
real wage increases over time. The 
—proportion of expenditure on repairs and 
maintenance has been declining steadily 
over the years. The strain on the Indian 
Railways’s resources has also prevented 
adequate investment in track renewals 
and other safety related areas. 


Vulnerable economies 

This is another consequence of the 
unigauge project. Consequently, the 
arrears of track renewals have grown 
from 3,548 km to 11,211 km over the last 
10 years. Though the overall number of 
accidents and the number per million 
train kilometers have shown a declining 
trend, the absolute numbers are still high, 
with scope for improvement. 

These tendencies became accentuated 
in the 1990s and the economics of Indian 
Railways are now extremely vulnerable. 
For the first ime in 17 years, Indian 
Railways was not able to pay a dividend 
last year to the Government on its past 
investment due to its 
financial crisis. Its ability to 
invest adequately in 
providing efficient and 
cost competitive services 
in the future is seriously in 


. this ıs made up by inflating u 


One of the major . 
reasons for the 
deterioration of the 


Tapering freight traffic 
The'ability of Indian Railways to 
accelerate the growth rate of its revenues 
from botn freight and passenger traffic 15 
central to the success of any effort to 
restructure the organization and to 
finance the necessary investments. All the 
new investment and organizational 
restructuring that is envisaged will be of 
little use if the demand for’ railway 
services does not increase apace. 

One of the major reasons for the 


deterioration of the organization’s - 


financial condition has been a steady 
decline in the growth rate of freight traffic 
in recent years. The growth rates of 
passenger traffic, in contrast, have been 
fairly healthy, and there 1s a significant 
increase in the share of revenues being 
realized from the higher classes of 
passenger services. Despite this trend, 
however, an overwhelming proportion 
of passenger revenues is stl] being raised 
from the lower classes. 

Passenger fares, especially for the 
lower classes, are set with clear political 
considerations in mind, which almost 
inevitably leads to subsidization. Some of 
class 
fares, but the potential for fully 
compensating for the subsidy for the 
lower classes from this source has been 
limited. To maintain some control over 
Indian Railways’ financial deficit, the 
burden of cross-subsidization inevitably 
falls on freight traffic. 
Indian Railways has been 
steadily losing 1ts market 
share of freight to road 
largely because it has not 
been able to compete on 


question. organization's financial | pr 
Thus Indian Railways pinta 
its history today an steady decline 
therefore drastic action |: : in the of transport 


needs to be taken in a 
number of areas to make 
this august organization 
the country’s pride once 
again. At the various recent meetings the 
ASSOCHAM has stressed the need of 
modernization and expansion of Indian 
Railways’ capacity to serve the emerging 
needs of a growing economy. This will 
require substantial investment on a 
regular basis for the foreseeable future. 
With the prospect of gethng substantial 
free or subsidized resources from the 
being unlikely, new 
investment will have to be financed on a 
commercial basis. This 1s the challenge 
- faang the Indian Railways. 


growth rate of freight 
-traffic in recent-years - 





Looking to the future, the 
changing structure of 
production in the economy 
in the next decade may 
further erode the competitive position of 
the railways. Manufacturing activity, 
which is relatively more transport- 
intensive than services particularly with 
respect to bulk transportation, appears to 
be peaking at somewhat less than 30 
percent of GDP. In India, the service 
sector is already by far the dominant 
sector, accounting for about 48 percent of 
GDP and also appears to be the fastest 
prowing. 

The implication of this pattern is that 
every increase in GDP will require faster 





bulk transport services. Indian Railways 
will have to compete even harder with 
other modes in order to sustain its traffic 
volumes, let alone accelerate growth. 
Thus a significant change is needed in 
Indian Railways’ strategy towards its 
freight services. 

International trade has increased and 
will continue to increase in its importance 
relative to GDP. This means that 
transportation services will become 
increasingly integrated, with road, rail 
and sea striving to become a part of a 
seamless chain of goods movement. To 
exploit the potential in the non-bulk 
segment, mere pricing will not be 
sufficient. Indian Railways can compete 
for this traffic only if itoffers an attractive 
total logistics package. 

If Indian Railways takes steps to 
recover its market share through a 
combination of tariff re-balancing and 
quality enhancement measures, and to 
increase its share of the transportation of 
other commodities, a growth rate of 
seven percent per year or more over the 
next decade does not appear to be an 
infeasible objective. A medium annual 
growth rate of five percent for freight 
traffic can be achieved without major 
organizational changes provided the 
physical capacity is made available. 
However, there is potental for increasing 
this rate further through a strategy that 
has pricing and operational components 
in addition to providing physical capacity. 

To bring Indian Railways back on its 
track it has to adopt the strategy of high 
growth. The principal strategy for 
achieving a very high growth lies in 
aiming at a growth rate of goods traffic 
that has not been reached in the past. The 
railways have to undertake structural 
changes to ‘make possible the 
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sur.ultaneous high growth of freight and 
passenger traffic possible, as outlined in 
Rakesh Mohan Committee report. 

Our financia_ prcjection exercises 
shzw that for Irdiar. Railways to be 
fir.ancially viakle as a commercial 
organization, incremental improvements 
in traffic growth will nct be adequate. For 
Ind:an Railways to survive over the next 
2C vears and beyond, it has to adopt a 
stategic perspect-ve where it rekindles 
hizh growth in both the passenger and 
freight segments. It i£ imperative that 


Incian Railways achieves this strategic. 


growth. Although this scenario :s 
ambitious in its zoals, it provides an 
attainable target for Indian Railways with 
respect to growth -n revenues. 

Freight is the key profit earner for 
Indian Railways. The long-term strategy 


of increasing freight rabes‘too frequently: 


over the Eighth Pian to protect railway 
profitability has been ccunterproductive, 
driving freight cuscomecs to other modes 
of transpor:, or even resulting in 
structural changes ın their industries to 
reduce transportation costs. There is an 
‘urgent need for a new viable, long-term 
strategy io profitably grow the freight 
buscness. : 

h order to survive, the railways have 
- to _ower bulk freight raæs 
and regain market shere 








problem is that more than 90 percent of 
traffic is in the low-price segments. The 
key challenge to the Indian Railways is to 
maintain its obligations on the lower price 
services, while at the same time increase 
both capacity (through investment) and 
utilization (through innovative pricing 
and other marketing instruments) of the 
upper classes, The revenue potential from 
the upper classes needs to be exploited to 
the maximum extent. The prognosis here 
is quite optimistic in view of the ongoing 
changes in income distribution towards 
higher incomes in the country. Indian 
Railways has already responded to these 
ongoing changes in the demand pattern 
for passenger services by introducing 


new classes of services such as Shatabdi. 


Express. Second Class AC 2 tier, Chair 
Car services and new trains such as 
Shatabdi Express. | 


Future tracks 

ASSOCHAM feels that continued 
innovation should be the mantra of 
Indian Railways to achieve high growth 
rate. The attainment of financial health 
will necessitate both higher growth in 


traffic as well as tariff rebalancing. Indian - 
Railways has little option but to rebalance © 


passenger tariffs in a manner consistent 
with the elasticities of 
demand for the various 







dist pie es = a Indian Railways needs From the point.of view 
it costs more to send goods to critically examine | of investment strategy, 
from Delhi to Mumbai q- the most undesirable 
then from Mumbai to its current portfolio feature of the’ annual 
London. Pies . 2 and decide which of is EE dd 
uncompetitive frei ort- itumparts 
rates fhiousands of es its many businesses . to all investment 
bring coal frem B_har to are core and which initiatives. The priority for 





‘Punjab. 

Freight costs can no 
lenzer absorb the zost of 
excdss labor, and if labor is - 
rationalized, studies show that freight 
rates could be halved and the railways 
would still make a profiton freight. But ta 
regan freight primacy they will need new 
conainer terminals with new operators, 
to raise the speed of freight trains, 
improve communications and signaling, 
anc link its processes through 
information tezhnclogy. Most 
importantly, they Lave to change their 
moncpolistic take-i-or-keave-it attitude 
to the customer. The threat of early 
retirement will help here. 


Cost of social responsiblities 


Wita respect to th2 Indian Railways’ 
morz2ment of passengers the central 


g6 e 


:: should be spun off ~ 


Indian Railways is to 
invest in debottlenecking 
points of congestion in the 
network (particularly on 
the saturated arterial networks of the 
Golden Quadrilateral linking Delhi, 
Kolkata, Chennai and Mumbai). 

Instead of debottlenecking, Indian 
Railways is being forced against its wishes 
to invest in initiatives that make matters 
worse not better. About half the Capital 
Fund has been absorbed in gauge 
conversion which has produced no 
discernible performance improvement. 
New lines have absorbed 20-30 percent of 
borrowed capital, only to increase Indian 


Railways reach into areas where there is 


little or no traffic. eas 
Unfortunately, plans for the future are 

worse still. Indian Railways does not 

currently have a vision. Indian Railways 





does havea five-year plan but this is nota 
vision; it is not even a strategy. It is 
merely a worthy exercise to assemble the 
requirements of the businesses as they 
exist today. Here it is important to 
highlight that the total payment made by 
the Railways to the various SEBs during 
the last five years is around Rs. 4000 crore 
every year. This is indeed a huge burden 
on the already overstretched Railway’s 
finances, but is unfortunate that where 
railways acted ın haste to create a catering 
corporation it never paid attention to 
address the issue of power. 
ASSOCHAM feels that in power 
sector railways not only can promote 
private investment with the guarantee of 
power purchase agreement with private 
power producers but can also reduce its 
operational cost, Railways should also 
plan to draw a road map to increase 
resources internally. ASSOCHAM feels 
that railways should come out witha plan 
to use its huge idle properties 
commercially. An essential criterion for_ 
success in developing a meaningful vision 
is that it is both owned and understood 
by the organization and also syndicated 
and accepted by all those directly 


‘involved in transforming vision into 


reality. 

Indian Railways needs to critically 
examine its current portfolio and deade 
which of its many businesses are core and 
which should be spun off. Indian 
Railways should engage only those 
businesses directly related to its core 
activity of rail-based logistics and 


passenger transport. m 
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CORPORATE STRATEGY 


Big Businesses 


Survival conundrum 


While experts are still grappling with ~easons for Enron’ s collapse, the premature deaths of several so-called giant-sized 
organizations like Global Crossing in the Us, See eee E ens of UTL IDBL and IFCI in our own 
backyard, raise serious concerns about size. 


“Companies don't eel forever.. some 
su~sive for long pericds of time, but 
wmaortality is the exception rather than the 
rule.” s « 

— David Nedler, neanagement thinker 
and Ex-Professor, HBS 


hen on June 21; 2001, the US- 
based Corning Inc. celebrated 


its founding dey, it was its 150th 
anniversary. Given the background of 
collapsing companies -he world over, 
Corning Inc.’s celebration is a rare 


occurrence. Since 1917, when Bertie- 


Charles Forbes formed his first list of the 
on2 hundred largest American 
companies, till 1987 when Forbes 
recublished the original “Forbes 100” list. 
61 xompanies from the original list had 
ceased to exist. Among he remaining 39. 
ony General Electric has been able to 
sustain its growth while its ‘stock 
outperformed the Eenchmark index, S&F 
50C. Unfortunately. the list of corporate 
survivors 1s nct a long one. 

Can one forget the shocking demise 
of =nron, which was once an icon of 
corporate America? While experts are still 
grappling with reasons for Enron’s 
co_lapse, the premature deaths of several 


ziant-sized organizations like Global . 


Crossing in the US, Kirch Media in 
Germany, NTT in Japan end those of UTI, 
IDEI and IFC] in our own backyard raise 
serizus concerns about size. Why is it that 
a ccinpany, which grows to a monstrous 
sıze, ast cannot hold itself for long, before 
crashing to ignomizuous lows. But then 
what is it that-makes companies like 
Corning and GE not only survive but 
retain their leadership status as well? 


Big businesses’ big problems 
Thouzh opinions can vary on whether 
siz2.o: the company matters, 17is true that 


beh:nd most of these corporate crashes, - 


siz2 nas played an -mpo-tant role as the 
colossus but extremely complex balance 
sheets of these corporations suggest. Karl 
Sve.by, Principal, Sveisy Knowledge 
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Associates, a consulting firm,-and 
Professor in Knowledge Management at 
the Swedish School of Economics and 
Business Administration in Helsinki, 
Sweden, comments, “To manage a 
company means solving problems, 
managing a big company means solving 
BIG problems.” 

So what are these big problems? A 


‘Major issue large companies face today is 


how to gain an edge over thcse nimble- 


footed small competitors. Another but 


equally important issue before these 
large corporations is how to deal with 
rapid technological change. 
comparues now also have to deal with a 


greater challenge, that is, how to deal . 


with the changing customers’ 
preferences and their tastes. The advent 
of Internet has added to the changing 


‘dynamics of the businesses, with speed 


becoming an important factor in any 
businesses. 


However, that is not to say that all big . 


businesses are getting overwhelmed by 


-the scale of these rapid chanzes or are 


unable to manage through changes. 
Examples like GE, Microsoft, Corning and 
Wal-Mart are there to prove that 
managing through change is not too 
overwhelming a task. It is to be noted 
here that small start-ups also face stmilar 
problems. How do they meet with such 
challenges? Perhaps their small size, 
which helps them absorb the shock and 
recover from that quickly, is an 


advantage, which their big counterparts 


don’t enjoy. Concurring with that Sveiby 
opines, “Research generally draws the 
conclusion that, on an average, small 
companies are more efficient and create 
more value per employee than big 
companies. This terids to be true in most 
industries.” 

In spite of change being a constant for 
both the Goliaths as well as the Davids of 
the business world, big companies like 
Corning have managed such 
unprecedented growth year after year. 


The 
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The answer lies in the fact that these 


.cOmpanies got their strategy right and 


they were dispassionate about those 
businesses, which did not make much 
economic sense. 

Noted management philosopher 
Michael Porter has described this survival 


conundrum a result of flawed ideas about 


what is called strategy. According to him, 
the idea about strategy in most cases has 
been misconstrued either for producing _ 
best quality products at the lowest cost or 
market consolidation. This flawed idea 
had- managers believe that strategy at 
best is about either becoming a low-cost 
producer or attain formidable size 
through consolidation. This could be 


-attributed mainly to three major 
‘developments. First, during the 1970s and 


1980s, managers tried to work on 
strategy but soon got disenchanted as 
they tried implementing it. Or, at worst, 
got overwhelmed by the difficulties. 
Second, and at the same time, the rising 
popularity of Japanese management 
practices which put emphasis on 


-improvement in quality as well as 


reducing producton costs on a consistent 
basis made executives believe that 
strategy is not so important, but how to 
produce top quality products at lesser costs 
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compared to your competitors and then to 
cut your costs relentlessly is. Third, the 
emergence of the notion that in a world 
where change is the only constant, it is not 
important to have a strategy. 

Porter uses the word ‘drumbeat’ to 
highlight the point about how people 
went overboard to suggest that business 
was about change and speed and being 
dynamic and reinventing oneself; that 
things were moving so fast, one couldn’t 
afford to pause. If you had a strategy, it 
was rigid and inflexible. And ıt was 
outdated by the hme you produced ıt. 
Such notions reflected a deeply flawed 
view of competition and that view has 
become well entrenched. 

But do the examples of sheer 
indifference towards the importance of 
strategy mean that successful, though 
big, companies like Microsoft, Corning or 
Wal-Mart did not have a strategy. Not 
really. 


It’s all about choices 

The changing business landscape has led 
to the blurring of the boundary between 
what constitutes strategy and what 
comprises operational effectrveness. So 
how is strategy different from 
operational effectiveness? Michael Porter 
distinguishes strategy from operational 
effectiveness in the.sense that while 
strategy 1s about making choices, trade- 
offs, importantly about deliberately 
choosing to be different, operational 
effectiveness 1s about things that you 
really shouldn’t have to make choices on, 
that is it is about what’s good for 
everybody and about what every 
business should be doing. 

The Japanese management practices 
such as Just-In-Time, Total Quality 
Management, and Business Process Re- 
engineering etc, have all focused on the 
nitty-gritty of getting a company to be 
more effective. Such practices were 
accepted in many markets across the 
globe owing to the incredible 
competitiveness of Japanese companies. 
However, of late, the obsession with such 
practices 1s becoming more of a problem 
for Japanese companies. This effectively 
underlines that more than anything else it 
is strategy that can create a sustainable 
advantage for companies. As Porter 
advocates: Strategy 1s about choices. You 
can’t be all things to all people. 


Set your limits 

Porter suggests that the essence of 
strategy is that one must set limits on 
what he or she is trying to achieve. A 


company 
without any 
strategy would 
be willing to try 
anything. And if 
it is the same as 
what all the 
o ther 
competitors are 
doing then it is 
unlikely that 
one could 
become 
successful. 
Hence, one 
major danger 
here 1s that if a 
company is 
betting that it could deliver the same kind 
of products at a less cost, then effectively 
one 1s betting on the incompetence of 
one’s competitors—and this 1s what one 
does when he or she competes on 
operational effectiveness. The focus on 
operational effectiveness tends to create a 
mutually destructive form of competition 
(is Dell listening?). In other words, if 
everyone is trying:to get to the same 
place, then, almost inevitably, it leads 
to customers choosing on price. This in 
turn, leads to a price crash, and that 1s 
what is being seen in the market in 
recent times, especially after Internet 
became a possibility. 

Moore’s law 1s quite visible in the 
case of semiconductor industry where 
prices have collapsed like never before 
over the last several years eventhough 
the storage capacity has risen several 
folds. But has that meant Intel “Inside” 
lost 1ts way? No. In fact, the giant has 
become even more active and has also 
benefitted because of that 
development. The key lies-in looking 
for that opportunity for strategic 
differences. As Porter says a much 
more positive kind of competition 
could emerge if managers thought 
about strategy in the right way. 
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Keep debt monster in check 


A common lnk between most of these 
bankruptcy cases has been the problem 
of huge debts that these companies 
accumulated during their hay days. These 
companies borrowed heavily to either 
continue growing organically or through 
inorganic means like mergers and 
acquisitions. Enron has been one of the 
worst examples of a corporate going 
haywire by venturing into so many 
unrelated areas by borrowmg recklessly, 
and, the worst of all by not showing the 
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same on its balance sheet The company 
hid its colossus debt by floating hundreds 
of special purpose entities, thereby 
avoiding consolidating all the debts 
which it could be held hable for. 

Companies like Global Crossing and 
WorldCom are today bankruptcy cases 
because of several ill-conceived 
acquisition deals funded through heavy 
borrowings at exorbitant interest rates. 
Now the question 1s how they were able 
to do so when their actions were not so 
rational. Capitalizing on the buoyancy of 
the markets during 1990s, companies 
were able to create illusions about the 
growth potential of such acquisitions 
They were able to do so also because of 
the skyrocketing valuations markets 
accorded to their stocks. This made their 
task easier in garnering huge sums of 
money. But isn’t it a bit surprising that 
the lenders ignored the possibility that 
the party might come to such an abrupt 
end? Perhaps the blame lies in what the 
Fed Chief Alan Greenspan calls 
“irrational exuberance”. 

Once the technology bubble burst 
and stock prices of the so-called new 
economy companies came down, the 
fallacies of such mindless borrowings by 
companies started to come to the fore. 
All those mind boggling growth 
numbers and synergy benefits that 
companies had promised while going 
for M&As are turning out to be baseless. 
The lesson? Be prudent. 


Threat of disruptive 


technology —is it for real? 

How has the so-called disruptive 
technology changed the way business is 
being done? Also, has this disruptive 
technology led to the demise of several 
corporate behemoths like Enron, Global 
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Crossing, and Kmart? “No, those are 
examples of the fra_ty of the existing 
accoun7ing system and the never-ending 
greed and ego drive 07 mankind,” asserts 
cveiby. 

Agreed. But then one could ask 
vrnether Enron had getats strategy righ? 
The company’s strategy was to emerge 

‘aS a major energy Wading company, 
without getting inf? manufacturing 
which hurts profits. BLttheir investments 
in setting up a power project in India 
(Dabhol Power Corpozztion), or in water 
assets in UK do suggest that its strategy 
haz. major flaws 

Porter says that she underlying 
prir.ciples of strategy are enduring, 
regardless of technology or the pace cf 
change. Take for exaxple the Interne: 
Whether you are on tke Net or not, your 
profitability is still desermined by the 
structure of your industry. If there are no 
bacriers to entry, 1f cusccmers have all the 
povrer, and if rivalry is based on price, 
then the Net does not matter—you wull 
no~ be very profitable. In case of energy 
tracing business of Enron, this was clearly 
visible. As the US energy markets became 
mcre deregulated tt sevy several players 
entering the fray. And because each one 
of them was competing on the pricing 
p-atrorm, ruthless undercutting by 
virtually all the players saw Enron’s 
bottom line bleeding. 

The right approach, therefore, could 
. be a sound strategy w-th a right goaL 
Aczcirding to Porter, -f you don’t start 
with a goal of superio- profitability and 
seek it pretty directly, you will quickly be 
lec to actions that will undermine 
strategy. And, also, any cther goal such as 
beccmung biz or achieving fester growth 
or t= become a technolcgy leader withou: 
having that goal of superior profitability 
in mind 1s bound to hit a4rdles. 

Another aspect about strategy that 
ore must take care ofis sontinurty. Itis the 
basic value a company aims <o deliver tc 
its customers, so strat2zy is something 
wh.ca cannot be constantly reinvented 
An‘? repositioning could simply confuse 
octh the company as well as its 
cuscomers. 

Tae case of South West Airlines (GWA) 
can. articulate this aspect clearly. While 
SWA 1s still a profit-making company 
today, several airlines have been hit badly 
by <ne worldwide eccromic recession 
worsened further by -he 9/11 WTC 
attecks. The secret of SWA lies in its 
stretegy of remainirg profitable by 
serving to price-sensitive travelers who 
want short and frequently offered flights 
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without much service. This clarity has 
seen the company operating only on 
the commercially viable routes. The 
company also does not offer any in- 
flight meals as 1t thinks 1t would not be 
in line with its strategy of what ıt wants 
to deliver to 1ts customers and would 
not make ıt any different from rivals 
like United Airlines who offer such 
services. 


Solving the change riddle 
One thing, which haunts a manager 
today, is the constantly changing change. 
Setting a strategy has, therefore, become 
a bit complex. Before the technology 
revolution began to affect life, one could 
take enough time to set strategy, define 
the target audience and the 
crganizational objective and then get set 
for the journey on those paths. Now the 
time to take decisions has shrunk and one 
has to grapple with a whirlpool of 
information pouring in on a continuous 
basis. So simply framing a strategy is not 
going to take a company anywhere 
unless the management ıs able to 
constantly absorb all the information and 
is able to umprove its ability to deliver. 
Companies not only have to 
maintain this continusty of change but 
would also have to continuously 
improve their armory of capabilities to 
deliver just like SWA, which has 
azeressively been assumuating new ideas 
to deliver on its strategy Today, the 
company does many things differently 
than it did 30 years ago but ıt is still 
essentially serving the same customers 
who have essentially the same needs. 
The lesson from SWA is that a manager 
has to understand that if he or she does 
not have a direction and lacks something 
distinctive to offer, ıt will be difficult to 
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“..growth in itself is a sign of success, 


so managers try to grow at all cost, 
growth hides mistakes and creates a 


dynamic climate.” 


Karl Sveiby, Principal, 

Sveiby Knowledge Associates, 

a consulting firm, and Professor in 
Knowledge Management at the 
Swedish School of Economics and 
Business Administration in Helsinki, 
Sweden 


slug it out in the marketplace for long. 
And, the ability to balance the continuity 
of strategic direction and continuous 
improvement in how one does things 
would hold the key to future success. 
Another good example here would be 
Wal-Mart, the retail major from USA. 
Today, it is shining at the top in the 
Fortune 500 ranlang, beating names like 
Exxon-Mobil, Citibank and GE. The 
company, as the Economist wrote 
recently, has come to account for 60 
percent of America’s retail sales with no 
other global retailer coming close to ıt as 


. far as sales is concerned. The company’s 


strategy of offering “everyday low 
prices” to its customers 1s now becoming 
the new icon of American business. 


- On the homefront 


If you look at the domestic market few 
names do pop up like Hindustan Lever 
Limited and Reliance Industries. 
Reliance’s strategy of looking to facilitate 
supply rather than create demand 1s the, 
key behind the group’s stupendous 
success and this ıs what makes ıt the first 
Indian private sector company to make ıt 
to the Fortune 500 list this year. But this 
has not happened overnight. Reliance did 
have its farr share of early hiccups. At one 
point of time, the company had invested 
heavily in the manufacturing of textiles. 
The entry barriers to the industry were 
low, and hence price undercutting was 
rampant. And, so brand building had 
hardly any relevance. Reliance shifted tts 
corporate attention at the right tme by 
refusing to gamble on the prospect that 
the fabric market would recover. 

The company’s polypropylene 
business is another example. The installed 
capacity for polypropylene in the country 
when Reliance conceived of the project 
was two lakh tonnes per annum (tpa) 


—— 


CHARTERED FINANCIAL ANALYST * May 2002 


RP SHEN ES ST ET TS BIG BUSINESSES 


against an existing domestic supply of 1.5 
lakh tpa. Reliance commissioned its plant 
with 3.5 lakh tpa capacity. This might 
have sounded a crazy idea to anyone at 
that time. However, the rapid growth in 
the consumption which spiraled to 
roughly 5.75 lakh tpa from a mere 2.95 
lakh tpa ın 1994-95 has proved that the 
company was right on track as far as its 
strategy was concerned. 

HLL’s strategy over the years has 
remained the same:. To serve every single 


,. home in the country. And the company 


has consistently come out with 
innovative ideas to penetrate the big 
Indian baZaar. Its micro-credit scheme, 
whuch aimed to reach rural consumers, is 
a novel plan well in line with its strategy. 
The company has over the years been 
trying to shuffle its product basket and 
has come out with innovative ideas to 
maintain its leadership status. A good 
example is the Softy project by which ıt 
has been able to bring out the ice cream at 
a lower price level of Rs. 5 a piece, sumuar 
to what the roadside vendor offers, but 
with a better quality. 

In all these examples what ıs 


_ noticeable 1s the fact that these big 


` 
4- 


companies not only worked out therr 
strategies well but continuously kept on 
working on innovative ideas. They were 
able to sense new opportunities and were 
dispassionate about getting rid of 
unproductive, unsustainable businesses 
(restructuring initiatives at AV Birla and 
Tata Group are good examples). 

Today, Corning 1s the world’s leading 
communication company because they 
had this ability to exit a market space 
where they did not see opportunities. 
They no more make light bulbs and are 
_ mostly out of the picture-tube business 
and the sunglasses business. They have 
got nd of the cookware business too. 


What were the strategic reasons . 


behind such a continuous shift in focus? 
The answer lies in the approach of the 
management, which once clearly 
underlined their focus saying, “This 1s a 
business that no longer capitalizes on our 
strengths. We are a company engaged in 
science, invention, and processes, usually 
in things we hope will change the world. 
That’s not what this business 1s about.” 


Don’t fear the size 

Ironically, the idea that big 1s beautiful has 
not gone down well with too many 
people, though the list of such protestors 
itself ıs getting bigger. If it was Judge 
Jackson in the case of Microsoft who gave 
the world’s most powerful IT company 


many sleepless nights 
over his view- to 
break it down, the 
party of GE- 
Honeywell merger 
was jeopardized by 
Minto of European 
Union. And, more 
recently, the angry 
old man from 
Hewlett family, 
Walter Hewlett is 
raising a flag against 
the proposed giant- 
size merger (worth 
$19 bn) between the 
two behemoths of IT 
industry, HP and 
Compaq. 

But opposition to 
big businesses 1s not 
new. Way back in 
early 1940s, the US 
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Enron Corp 


Federal-Mogul Corp 
Comdisco, Inc 
ANC Rental Corp 
PSINet, Inc.”. ` 
Laidlaw, Inc — 


USG Corp 
Sunbeam Corp., 


Warnaco Group, Inc 





Supreme Court | Arch a Inc 
Justice Louis . D 
Brandeis raised 


concerns about big unmet in 
contemporary corporate America. 

Are such players protests justifiable? 
Perhaps not. Size is no symbol of 
aggression. Microsoft became a big 
company but this has also benefitted the 
‘American economy, creating thousands 


of. millionnaires and enriching millions of . 


investors. In case of Standard Oil, due 
credit goes to its sheer size which helped 
ee own the retail price of kerosene by 
about 70 percent thereby helping almost 
every household in America. While Ford 
brought the price of an automobile withm 
the reach of many famulies. 

Though it 1s true that size could be 
menacing and big businesses could 
abuse their monopoly at times, as 
witnessed in the case of Microsoft and 
Standard Ouil, the competition, it 1s 
believed, could take care of any 
monopolists. This was proved in the case 
of Ford whose legacy was successfully 
challenged by GM. HP and Compaq 
have been challenged by Dell. Even in 
India, people are no more driving the 
Ambassador, thanks to Maruti and a 
slew of other carmakers, and viewers 
now do not have to wait for a week to 
watch their favorite Chitrahaar, thanks to 
the entry of Zee, Star and others. As the 
industrial history shows, competition 
has always ensured that no monopoly 
lasts for long. Sometimes as experts say a 
monopoly 1s good for the debe as it 
raises the general performance for the 
industry. One could say, for every big 
business, there will always be an Amul 
emerging to challenge the status quo. 


The Largest Public Company Bankruptcies in US—2001 





‘Pacific Gas and Electric Co. .* 
FINOVA Group, Inc , (The) 
Reliance Group Holdings, Inc 


360Networks (USA), Inc. 
Winstar Communications, Inc. ` 


Bethlehem Steel Corp. 
Exodus Communications, Inc 
Global TeleSystems, Inc. _ 


Hayes Lemmerz International 
WR. Grace & Company 





Total Assets 
Pre-Bankruptcy 
($ mn) 


Bankruptcy 
Date 





12/3/2001 $63,300.00 
4/6/2001 $21,470 00 
3/7/2001 $14,050 30 

6/12/2001 $12,598 05 

10/1/2001 $10,150 00 

` 7416/2002 $8,754.00 
11/13/2001  - $6,349.50 

6/28/2001 . $5,596 00 

4/18/2001 $4,975.44 

5/31/2001 $4,492 30 

10/15/2001 $4,347 00 
6/28/2001 $4,000 01 
9/26/2001 $3,894 40 

. 6/25/2001 $3,214 00 
_* 2/6/2001 $3,132 34 
11/14/2001 $2,833 80 
12/5/2001’ $2,811 60 
4/2/2001 $2,509 06 
6/11/2001 $2,372.71 


12/6/2001 $2,309.60 


Bons — let the quest continue 
It is true that though the large size of the 
business is not the only responsible factor 
for the collapse of companies like Enron, 
Kmart etc., 1t is one of the many factors 
responsible for their collapses. 

So do the recent corporate collapses 
mean death of big businesses? Sveiby 
opines, “Growth in itself is a sign of 
success, so managers try to grow at all 
costs; growth hides mistakes and creates 
a dynamic climate. Another reason is that 
managers always try to reduce risks and 
being employed by a small company feels 
arguably more risky than being 
employed by a big.” He adds, “Other 
reasons range from the strive for 
monopolistic super profits (Microsoft), 
founders cashing in and selling out (Lotus), 
to capital intensity (Big Ou), to individual 
super CEOs with super egos (GE) or just 
plain ego (Enron).” Recent collapses in 
Germany like Kirch Media, the free-TV 
and rights-trading business of the Kirch 
Group, one of the largest business 
conglomerates of Germany, and the 
great hurry shown by other business 
groups like BSKYB of Rupert Murdoch 
suggest that the zeal to grow bigger and 


‘bigger ıs not going to die down just 


because a few Enrons or Kirch Media 


"have fallen by wayside. In fact it would 


not be an exaggeration to say that for every 
fallen prey, there will be a dozen vultures 
like BSKYB seeking to grow big. m 


Amit Singh Sisodiya, Team Analyst 


Reference # 1-2002-05-13 
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Internet Telephony 
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- Internet telephony wich has existed for some time in India, has been legalized only now. Judging from its low cost benefits, it is 
party time for consumers and hard work for operators who have to clear the quality pitcnes, 


pri T, 2002 marxs the legal entry 
of Internet telephony into India 


and also the end of state’ 


monopoly on international long distance 
telephony. For the zost conscious 
consumers, iz is a cfeaper option for 
r.zking long distance zalls though the 


clarity may not be as good as basic 


telephony. 


Internet telephon~ integrates voice - 
and data commuricatians. It routes the ' 


communication services—voice, facsimile 
and voice-mzssaginz applications— 
through the Internet, rather than through 
the Public Switched Telephcene Network 
(POTN). When an Internet cal’ is made, the 
analog Voice signal is coaverted to digital 
format and compressicn or translation of 
the signal takes place into Internet 
Protocol (IP) packets for transmission 
over the Internet. This is termed as Voice 
Over Internet Protocol (VOIP), which is 
the next revolution in telecom. It marks 
the next phas of teckrology evolution 
and ushers ın an era of convergence. 
Deszite its enormous p>-ential, VOIP asa 
tecknology still has 39me wa ay to go 
before it emerges as an effective 
sukstitute for telephone -ines. 

IP telephony means a gamut of 
possibilities. Voice mail can De managed 
from PCs and dialing can take place from 
Microsoft Out.ook. Other VOIP benefits 
may include new aoplications like 
Web-enabled call centers, remote 
telecommuting, “foll>w-me” services 
were one phone nurber is accessed 


-Phone-to-PC 


`; PC-to-Phcne or Phone-to-PC (allowed for overseas calls) 
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‘worldwide Via the Net, and unified 


Ceap alternative 


With Internet telephony, a one-minute 
call to the US, which costs around Rs. 40 


now would cost only Rs. 8. It could be ` 


even lower for people accessing the Net 
through a cable or Digital Subscriber Line 
(DSL) with-flat monthly access charges. 
The calls are cheaper than the PSTN calls 
because the Net access 1s at local call rates. 


Conventional phone systems convert - 


voice to an electrical signal transmitted 
over a series of lines and switches. The 


- conversation blocks the entre line for the 


duration of this call thereby denying 
connection of other calls. Internet 
telephony, on the other hand, converts 
voice into packets of digital data, which 
travel over the public Internet or 
privately owned business networks that 


. use the same network protocol, IP. Unlike 


conventional calls, these voice packets 
share the line with other digitized packets 
of data. As they use network capacity 
more efficiently, IP calls are cheaper.’ 
According to Telecom Regulatory 
Authority of, India (TRAD) 


recommendations, Internet telephony 


services ‘would include PC-to-PC 
connections within and outside India, 
PC-to-Phone in India as well as abroad 
along with IP based H.323/Session 


_ Imtiation Protocols (SIP) terminals. There 


would be two tariffs—one for toll quality 
and another for less than toll quality. 


Enh mannan ee 








IP telephony is cheap but so is its 
quality. The quality depends upon the 
speed of the Net and once the optic fiber 
networks of private operators are in 
place, quality of bandwidth will improve. 
But then, VOIP operations will continue 
to run on data networks, which are of a 


‘lower grade than telephone networks 


handling voice. In fact, Cisco and Juniper 
estimate that it will be about three years 
before state-of-the-art data networks, 

that can carry seamless voice, match up to 
the voice networks set up by Motorola or 
Ericsson. However, once bandwidth and 
the quality of data networks improve, the 


potential is enormous. In China, for 


example, there is a boom in VOIP, and 
VOIP cash cards are used as. wedding 
gifts. Madanmohan Rao, an independent 
consultant and writer based in Bangalore, 
and co-author of the handbook The 
Internet Economy of India 2001 says, 
“Contrary to popular misconceptions, 
the quality of VOIP service has actually 
improved dramatically, and major 
carriers of the world have been steadily 
incorporating IP networks. IP telephony 
is already making a big splash across the 
border in China. Launched in May 1999, 
China Unicom had the world’s largest 
VOIP network implementation in place in 
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INTERNET TELEPHONY 


: 5 .  Phone-to-Phone (not allowed in India) . 
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2001, accounting for usage of over 2.5 
million minutes a day, 10 million calling 
cards, and revenues of US$ 200,000 a day.” 
India has improved the technology at 
hand and once other players are allowed 
the quality problems would be sorted out 
IP technology would also mature over time 
just as cellular technology did a few years 


ago. And as it matures its costs may go Avsimilar challenge was confrontedin voice traffic (four billion minutes) in 2001. 
down as a result of which customers can JS during IP telephony’s early days ,, Some estimates suggest that by 2004, up 
be treated to lower prices. there. Some vendors overcame-the to 40 percent of all internahonal 
Effect on ISPs situation by offering bundles ofadvanced telephone traffic may be Net-based. Price 
- services instead of focusing entirely on and cost savings are driving the market. 
ISPs, which have been allowed to offer sayings. Because a VOIP system will do In countries where the telephone 
Internet telephony ‘services, are jubilant more than a company’s phones, itis network is developing, Internet 
but have to overcome some crucial supposed to make the cost of upgrading telephony is particularly attractive. China 
hurdles. They face competition from the telephone switch (and potentially the has gone all out to develop 
freely downloadable software like phones themselves). easier to gulp. In its Internet-based services. It is less 
Buddyphone, Dialpad or PC2phone, infancy, IP telephony really meant nasty- interesting for companies to do this in 
which allow one to make telephone calls sounding connections. Today, quality has - countries like Germany where the phone 
over the Internet. PC owners would improved tremendously although after network is already well-developed. Rao 
rather use these, as they will have to pay dialing, ıt can take anywhere from5to15 points out that according to some 
only for the connectivity and not the seconds to actually complete a connection research reports, close to five percent of 
Internet telephony tariff set by ISPs. But through the maze of Internet and local international phone-to-phone calls travel 
considering the low levels of PC phone networks. i ' over IP networks today; more than 10 
penetration in the country, the cyber cafés Then again ISPs would be under percent of calls from the US to Mexico are 
are the ones, which would drive mass- pressure from International Long already traveling over the Net. Big names 
market growth. Rustom Irani; Chief Distance (ILD) operators, who might like Microsoft are getting on the VOIP 
_ Technology Officer at Sify agrees, “In the drop rates. The ISPs have to better this bandwagon, too. It has enhanced the IP 
Indian market where price performance rate to makea profit. Kobita Desai, Senior telephony features available in its instant 
ratios are important, Internet telephony Telecom Analyst at Gartner agrees, messaging products. Microsoft Windows 
will be looked at as a cheaper alternative Legalization of Internet telephony will XP gives users a choice of voice-over-IP 
to toll quality international voice. indirectly put pressure on ILD operators providers with whom to establish an 
Technology is a barrier when it comes to to lower prices and to improve services. account. 
the cost of acquiring, technology (home The opportunity for ISPs’ lies: in India could become the 
PCs), but this would be overcome with propagating Internet telephony services fourth-largest Net telephony market in 
cyber cafés, which are public access points through Internet kiosks and public call the Asia-Pacific region by 2004, after 
available to the common man. booths.” Industry sources feel Hotmail China z Japan and South Korea. A report 
Since any interconnection to PSTN-in and Yahoo, offering voice chat, may open by global IT analyst, International Data 
India1s prohibited, ISPshaveto imuttheir up another round of wrangling as only , Corporation, predicts that the Indian IP 
operations to PC-to-PC and PC-to-phone ISP license holders are allowed to offer telephony market will grow at a 
calls (overseas). ISPs are also notallowed Internet telephony. Hitches apart, for compounded annual rate of 119 percent 
-to have media gateways in India to connect. ISPs, which have been witnessing to reach Rs. 13,000 crore by 2005. Total 
toPSIN. A lucrativesegment that dial-up tapering growth; the IP option is better Jegal ILD traffic in India is about three 
7 ISPs could hope'to service is corporates than none. No wonder then that ISPs like billion ILD minutes now By 2006, about 
« operating.on leased lines..PCs connected Sify, Data Access and Net4India are 30-40 percent of ILD level be routed 
on such leased lines canconnect tqoverseas . geared up. Irani belreves.that “The Indian through- VORP. x 
computers by using the services of Indian market is a large one and.would be more Internet telephony is chan hë 
-ISPs. However, they'may not want to do- comparable to China than US. Sify made -voice and data aa a 
- 60-because savings from-JP-telephony available Internet telephony to its dial-up across borders. Asia and India within it, is 
‘may not be immediate. Abandoning the - subscribers. There will-be separate _the lucrative region for the erowth of IP 
existing telephone system to make.IP offering for its corporate customers  telephon fonelled p dee alstion ar 
. calls, may take quite a while anditwould whichis taking shapeas well.” DataAccess | ihe eee it eels of technolo 
~~be long before the .per-mimute savings -- will also offer Internet telephony but does | 1 gw PC and Internet eee aie Aare 
‘overcome the installation costs. . ~ . T bee the service to ‘contribute... stumbling blocks "eae so happen that 
_ significantly. t v ma í l 
SCs lanai k ikin or omits] gical to 38 overall revenue, -TP can calapult the PC demand Whatever 
. long distance communication) . telephony.business. co reas Sree ae oe telephony is the 


IP globally 
Worldwide, the IP market is taking off, - CSV Ratna, Team Analyst 


. Tising from almost zero voice callsin 19977 ————______————_——_-9 


to just over three percent of international Rea eR ae 
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BUSINESS ENVIRONMENT 


APM 


Caught on oily grounds! 
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The Administered Pric2 Mechanism (APM) dismantling was expected to usher in an era of a brave new world of competitive prices, 
better margins and better returns. But as the Government keeps its hold on the sector, the fortunes of oil companies as well as the 


consumers take a ae 


ews about oil embargoes sends ` 
shivers down the spinzs of 


people w.10 aré well versed wizh 


history of oil prices. The expected spurt=n ` 


oil prices as Iraq announced a month long 
suspension of oil exports as a protest 
against Israel’s invasion of Palestinian 
areas on West dank, has mad2 tke 
economic forecasters grip their 
calculators in frenzy and work out the 


-damage.that more experisive oil might 


cause to a recovering economy. 

On a daily basis some 16 m:llon 
barrels of oil leave the Gulf through the 
Stait of Hormuz. That is enough to 
~ ecwer every moter vehicle on the planet 
for 25 miles. The Gulf region aka Oil 
Producing and Exporting Countries 
(GPEC) accounts for 40 percent of global 
trade in onl. The mare important statistics 
is chat it makes for two-thirds of known 
deposits. Yet all those numbers come 
wth caveats, which ar2 surrounded by 


scary talks of unstable, spendthrift 


rezimes and a lurking fundamencalist 
menace. Nevertheless, iz is rever wise to 
underestimate the bulwark of tha oil 
empire. In the'last 30 years, zhe oil prices 
have escalated sharply on five occasions: 
In 1973-74 after an Arab, embarg; in 


._ 1979-80 ‘after the iranian revolution; in 
1990 after Iraq’s invasion of Kuwa-t; in | 


* 1999-2006 as the world economy bocmed 
and the OPEC production quotas were 
-cut and after the Septemter 11, 2001 
incident. On each occas.on when the oil 
prices zoomed, the He a ~vent 
intoa 
The ongoing conflict in the Middle 
Eastıs intensifyıng and aglobal oil crisis is 
looming large on tke horizon. With kag’s 
announcement on April.8, 2002, of a 
terr.porary o on oil exports to the 
- West, and threats from Fan and Libra to 
-~ follow suit, the chances of sharply rising 
oil trices seem to be mcre: Colludirg tc 
increase the oil: prices when the cal 
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economy is showing-nascent signs of < 
revival will not be an act-that would be . 
welcomed. However, in the light of- 


recent events, OPEC’s days of glory seem 


to be well over. For a while in the late | 


1990s, it appeared as if the oil cartel could 
regain its old power to keep up the price 
of oil according to their own will. The oil 
price has plunged after OPEC launched a 
price war to force Russia to join ıt in 
making substantial production cuts. 
Russia, which has now replaced Saudi 


' Arabia as the largest oil-producing nation 


is not playing’ the ball, and the ou prices 
could go for a roller-coaster ride. Russian 


cost of oil exploration and refining is 


close to $10 per barrel and it.can still 
make money with crude prices of $15 per 
barrel. But the same is not true with 
OPEC nations, which are inefficient 
producers, and want a range of $22-28 


‘per barrel. 


The oil importing countries including 
India are in for times that are marked by 


specter of changes as far as pricing of oil- 


and related products is concerned. 


‘APM: (Sp)oiling the economy 


Dr. Atmanand, Associate Professor of 
Economics, Management Development 
Institute, Gurgaon, Haryana and Editor, 


‘VISION, a journal of MDI, feels that the oil 


industry in India is the wheel of the 
economy and has strategic linkages with 
almost all other sectors. Oil imports 
constitute one-third of total imports of 
the country. An increase of $2 in crude oil 
prices leads to an addition of around $1.1 
En to India’s import bill on an annualized 
basis, according to a research report by 
Morgan Stanley. The spurt in the oil prices 


imminent in future might lead the RBI to ` 


work for softer interest rates, as this has 


‘been a tool to counter rupee depreciation. 


Though the fiscal policies’ of the 
government and the sound forex 
reserves (now over $54.5 bn) might help 





` the Government to absorb the shock of 


rise in oil prices for the next two to four 
months,’a continuous increase in the oil 
prices will not be in the interest of a 
rebounding econom 

On April 1, 2002, the APM, which 
governed the Indian oil sector for nearly 


. 30 years, was Officially scrapped. In a 


deregulated system, the price is that rate, 
which floats with changes in global crude 
rates with producers’ and retailers’ 
margins added on and the government 
taxes slapped over that. In India the 
differential has been artificially 
maintained with petrol at about Rs. 31 per 
liter while the same quantity of diesel 
costs about Rs. 17. Internationally the twc 
products are priced almost the same. 
With every one dollar increase in 
crude prices, petrol should be dearer by 
55 paise per liter while diesel prices should 
rise by 45 paise. Going by these 


“calculations, since crude prices have 


moved up more than $4 per barrel 
between February and March this year 
prices of both these products should have 
gone up by close to Rs. 2 per liter. 
However, the Indian Government! 


seems to be reluctant about giving its 
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“Is it time that the Government constitutes an independent regulatory body 
for the Indian oil sector. There is certainly a need for an oil sector regulator.” 


Ravindra P Purohit, Economic Adviser, Hindustan Construction Company 


O Do you think that if the 
Government keeps on falling prey to 
populist hijacking and is entangled in 
an endless game of rollbacks the Indian 
economy will get the much-needed 
spurt? 

This year’s budget is rather cruel to the 
fixed set of salaried class. And this hardship is 
not imposed for any lofty ideal. It is simply a 
substitute for the Government’s inability to 
control its own wasteful expenditure. So if it is 
a rollback to put some money back into the 
hands of squeezed-like-sugarcane taxpayers, 
itis welcome In a demand deficient economy, 
the least any sensible Finance Minister could 
do is to refrain from “tax and consume” 
budgets. Regarding partal rollback of LPG 
price-hike, it was a ridiculous surrender. LPG 
has become a symbolic holy cow No one 
thinks and no one wants to take any pains to 
explain its impact on the “poor LPG users”, 
which includes all of us Presently, the cost of 
cooking gas per day works out to be around 
Rs 3 to Rs 3.50 for an average family. This is 
not even as much as the cost of a local bus 
ticket to a nearest destination or that ofa halfa 
scoop of ice cream! If the Government 
completely stops subsidy on LPG, a cylinder 
would cost about Rs. 260 to Rs 270 depending 
on the location. It would still be Rs. 4 or there about 
for an average family per day. So what are the 
people protesting about? Both the Government 
and the opposition are equally irresponsible 
when it comes to populist tendency 

G What effect will the increase in 
oll prices have on inflation? 

A little Depends on the magnitude of the 
price hike. The international prices being at a 


control away. The combined profits of 
three o1l-marketing companies (IOC, 
HPCL, BPCL) will take a hut of Rs. 100 crore 
every month in case the international 
crude prices continue to rule around $25 a 
barrel. This follows the government’s 
advice to hold the price line for the next 
three months even after the dismantling 
of administered price mechanism in the 
petroleum sector. In case the rate of excise 
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high, scope of further increase is rather limited 
in the medium to long run Even in the 
short-term, the scope is not very high Let me 
explain. The mineral oils have a weightage of 
about seven percent in the Wholesale Price 
Index (WPI) Suppose the present international 
price goes up by 10 percent from $27 to $30 a 
barre] and domestic prices need to be adjusted 
across the board For simplicity assume no 
change in the impact of government taxes. It 
will lead to a 0.7 percent direct increase in 
inflation. Taking“all effects into account, total 
inflationary impact could be about one 
percent. This is a worst-case scenario. 

However, as I mentioned, international oil 
prices being high, these are likely to go down in 
the medium term. When that happens, 
consumers will benefit. But the fact must be 
noted that oil products’ prices will witness 
greater fluctuations post-APM 

CI The northward bound global 
crude curve has squeezed the margins 
of Indian marketing majors. What steps 


duty on these products remains 
unchanged, the oul marketing companies 
will have to take the hit 1f they are to 
maintain the current price line. 

Instead of letting the competition 
keep prices down, and find their own 
Mariana Trench, the obsession of the 
Government with regulating the prices in 
the oul market has become a ritual. The 
ministries of finance and petroleum have 


can they take to protect their falling 
profits? 

The long-term average of global oil price is 
around $16-18 per barrel. When the oil prices 
veer around the median, Indian companies 
would surely have comfortable margins. Even 
for now, their guaranteed margins around 
10-12 percent are quite attractive Marketing 
companies now need to compete aggressively 
by changing their service delivery and 
bundling other services, A few companies 
have already started doing this The high 
incidence of state and central taxes 1s another 
area. These companies should press with 
governments to lower the incidence of taxes. 
Above all, they have the option of increasing the 
price of oil products having low price elasticity 

C] How can oil companies work on 
brand differentiation and earn more 
customer loyalty in the light o 
dismantling of APM? 

As stated, major companies have already 
started along these lines. However, the scope 
for brand differentiation is rather limited. Tie- 
up with credit card companies, providing other 
attendant services, shopping and leisure 
avenues etc., are essentially to this end 

C On what lines should the Indian 
Government constitute a regulatory 
body for the oil sector? 

Is it time that the Government constitutes 
an independent regulatory body for the Indian 
oil sector. There is certainly a need for an oil 
sector regulator. The Government has 
announced in this year’s budget to set up a 
Petroleum Regulatory Board during this year. 
One hopes that it will be an independent body 
and not a refuse for retiring babus. 


opted to manipulate prices through 
changes in duties and taxes. The 
consumers are also burdened by the habit 
of state governments to mop up 
revenues by scaling up the sales tax 
whenever retail prices come down In the 
end the consumer is left to bear the 
burden of artificial pricing, whether APM 
is there or not. Take the case of 
Maharashtra, which has increased the 
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eales tax on high speed diesel for Mumbai 
tc a whopping 40 percent ın its latest 
tudget, making the lavy the highest in 
-the country. For p2crol, the rate was 
increased to 34 percent. Thus the sales 
taxes on these prodazts have become a 
milch cow and many states engage 


tiremselves in this kind of exercise. Apart, 


fom the states, the Center too has its 
share of levies in the -crm of customs and 
central excise, which farther increase the 
fuel prices. Petrol a:t-acts a 32 percent 
excise levy, while dies and Aero Turbine 
Fuel (ATF) are taxed at 16 percent and’ 
kerosene 8 percent duty. In fact, oil lev-es 
account for 15. percent of tne 
z-Vvernment’s revenne. 

Such incidences o7 “high taxes have led 
zo protests world cver against tne 


concerned governments. In countries < 


such as France, the Government has be2n 
fcrced to roll-back and cut taxes to ease 
tersior:. In UK, the consumers had started | 


a “Dump the Pump” exercise and ° 


' blockaded all refineries in Europe, when 
oil prices spiraled increasing the pressure 
on consumers. 

When the Govern-rent announced its 
intentions to partially divest its stakes in 
major PSUs (Public Sector 
Undertakings) like IBP, 
BPCL, and EPCL coupled 
with the dismantlirg of 
AFM, ıt was considered 
that reforms would, 
continue. However. the 
recent purchase of IBP by |- 
another PSU, Indiar. Dil 
Corporation (IOC) can be 
ccnstrued as chang-ng | 

money from one pocke= to 
another and 1s a caus? for 


Corporates: Bowed not an 
There is no doubt that the Indian 
Government’s idea is hamstrung by a big 
flaw. It is the idea of kæping the reign in 
its hand that buttresses the latest transition. 
Corporate warriors from differer.t 
stratums of tke oi] world have expressed 
their concerns over the latest devel 

With the news about dismantling of 
APM gathering momentum, the o:] 
companies have created a stir in the 
- markets. However, <his policy has 
a_ready run into trcuble, with the 
ir ternational crude prices moving up to 
$26 a barrel in April, om the February 
~ levels of $23 a barrel. he Government 
has assured the comzanies that if the 
- prices go above the {23 a barrel leve., 
thev will intervene to ofiSet the losses that 
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Oil market companies 
are of ihe view that 
either the prices - 
should be totally - 


. market determined or. ” 


the Government should 
— for fiscal ° x ms 
_ intervention... 





the companies will incur. Oil market 
companies are already asking for 
intervention. They zre of the view that 
either the prices should be totally market 


- determined or the Government should 


go in for fiscal irtervention. Most 
marketing companies are now beginning 
to feel the brunt of te increase in prices. 
Stand alone refinery companies like 
Reliance and MRFL will be selling: 
products to oil mazket companies at 
import parity prices. The higher crude 


prices and the import parity realization - 


adds margins to refirery companies and 
squeezes margins of marketing 
companies ın case of controlled prices. 
The Government should have taken 
into consideration the same while 
framing policies for dismantling the APM. 
Research studies show that the upward 


- movement in the sentment of oil prices is 


to continue. Demand is expected 


_to grow and OPEC members also seem to 


be reluctant to pump more in the 
markets. These are the-finer details that the 
Government shoulc have taken into 
consideration while framing the APM policy. 
On the brighter side, the dismantling 
of APM for oil compares is a shift from 12 
percent rate of return to- 
flexibbe marketing 
margins. This will harbor 
better changes for oil 
companies, which can 
now look forward to 
better zeturns. The retail 
‘petroleum product is 
expected to change with 
time. The existing public 
sector companies are 
| capes to face the new 
entranzs as the private 
sector companies follow 
up each a iber mçves with utmost 
diligence. However, tne process will be 
slow for the Indian “cilscape” is marked 
Dy numerous o and the 
investments req are also too high. 


~ 


The new players who have qualified. - 
+o enter the domain are Reliance _ 


Petroleum.(RPL), Mengalore Refinery 


t - and Petrochemical (MRPL), Essar Oil, 


Nagarjuna Oil, ‘ONGC; Oil India, Cairn 
cnergy and GAIL. The Government has 
stipulated a Rs. 2,000 core investment as 
a precondition for er-tering into retail 


_Inarketing. It is felt tha- these players will 


first bid for the gove-nment’s stake in 
HPCL and BPCL, before committing 
Investments to new cutlets for sale of 
transportation fuels. 

Talks of integraticn of IOC, ONGC 
and GAIL are also ın Ime with the global 


; Russian Federation 
| Total world i 


'reason-that is being cite 


Global Top 10 Oil Markets 


Country Oil Five-year 
Consumption CAGR (%) 
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trends. The big ticket mergers of the 
1990s such as those between Exxon- 
Mobil; BP-Amoco-Arco and Total-Fina- 
Elf catalyzed in all cases-a massive 
restructuring of the m mae entities. The 
for the merger 
of Indian oul giants is that ıt will create a 
vertically integrated company, which will 
be able to cater to all functions from 
drilling, extracting, and refining and 
sellin ng petroleum products. This will 
provide economies of scale. Ț 
Oil companies are also realizing the 
need for brand differentiation and are 
making attempts to create an identity for 
themselves in order to attract the 
customers. The companies are also 









working on their packaging, which for 


them translates to keeping their retail 
outlets better. The margins could be 
given a boost by value additions in the 
form of opening of McDonald’s-type 
food outlets, chemist shops, telephone 
booths and also co-branding, which has 
already happened with credit card 
companies. The corporate world is still 
searching for the right answers which 
they will find as they go along the way. 
Success will depend on how well they 
leverage their strengths. 

The topic du jour is that the Government 
must realize that the oil companies are no 
longer its handmaidens. Moves such as 
the present directive to them to hold on to 


_the existing price lines for another three 


months do not fit in a deregulated 
scenario. The consumers should also be 
educated on thie lines of free markets. An 
independent regulator should also be put 
in-place in order to set the different issues 
related with deregulation straight. As the 
perils and promises come along the way, 
the Government must let APM go and let 
the ol prices be market-determined. m 


Aparna Mehta, Team Anahst 
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Indian Stock Market Indices 


To float or not to float? 


The Indian bourses are debating whether to shift the index calculation methodology from market capitalization to the 


internationally popular free-float method. 


ith the visit of FTSE Chief 
Executive Mike Makepeace 
to Mumbai to attend the round 


table conference on free-float, the debate 
on whether the Bombay Stock Exchange 
(BSE) should adopt this methodology of 
index construction is gaining momentum. 

Why is the BSE thinking of this change 
when its indices are widely accepted by 
the market players? The answer is not too 
far to see. Globally, the concept of free- 
float methodology for calculating the 
index weights has become popular 
among major stock exchanges. FTSE has 
already adjusted all companies in its 
indices to the free-float from June 2001. 
MSCI would fully move to free-float by 
June 2002. Others like IBEX, AEX, BEL, 
DAX, CAC are seriously considering the 
free-float Even in India, the free-float 
methodology has been used earlier in the 
construction of BSE-TECK, an index 
for technology, entertainment, 
communication and other knowledge- 
based sectors. It was launched on July 11, 
2001, and was appreciated by all the 
market participants. 

Dow Jones Indexes and Stoxx Ltd. 
were the first of the-major index 


~-providers to move to free-float. The 


Dow Jones Global Titans 50 index was 
launched as a free-float index on June 


18, 2000. The entire Dow Jones Global 
Index family—including the 
pan-European Dow ‘Jones Stoxx 
indexes moved. to - free-float 
capitalization on September 18, 2000. 
Analyst (November 2000) had earlier 
carried an article on free-float, “Stock 
Market Indices—Float and Flash“ 
when major global stock indices were 
readjusted for free-float. 


Why free-float? 


The transparent practices of the free-float 
methodology with ready availability and 
accessibility to data, the need to share the 
data and a strong feeling that this 
methodology is superior to other 
methods seem to have prompted global 
players to shift to this mode of index 
calculations. Mike Petronella, Managing 
Director, Dow Jones Indexes says, “As a 
modern index provider, we try to employ 
the best methodologies. We see ourselves 
as an innovator and are always looking 
for new trends in our industry. The time 
was right to make the change to free-float 
because the necessary ownership data 
was more readily accessible Our efforts 
and the efforts of others for transparency 
of ownership data were responded to 
positively by those who control the data. 
The “democratization” of the ownership 


“We always considered 


: free-float market capitalization for 


indexes to be superior to full 


` market capitalization.” 


_ “Mike Petronella, 
Managing Director, 
‘Dow Jones Indexes 
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‘data was the key to implementing 


free-float. We always considered 
free-float market capitalization for 
indexes to be superior to full market 
capitalization.” 

Free-float is essentially the percentage 
of shares that is ‘freely available for 
purchase on the markets. Therefore, free- 
float excludes strategic investments in a 
company such as stake held by 
government, controlling shareholders 
and their families, the company’s 
management and restricted shares due to 
IPO regulations or shares locked under 


‘employee stock ownership plan. Foreign 


ownership related limitation imposed by 
the Government and the company is also 
taken into account. 

A low free-float lends itself to 
volatility and manipulation and rise in the 
price of the illiquid stocks (due to large 
promoter holding) which can cause the 
indices to move equally sharply. The 
volatility in the BSE Indices can be 
compared with those of the indices in the 
West where the free-float adjustment 
factor of most compamies ıs near to 1. This 
would show that the Indian indices are 
more volatile. Low free-float can also give 
rise to price manipulation where a group 
of investors or even a single speculator 
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cen move the prizes. The saga of the K-10 
stecks was scripted by a single individual 
vzho could manipulate the share prices. 

Therefore, basing an index purely or. 
fre2-float removes this anomaly to a large 
extent and reflects the underlying market 
movement in a better way. Also, 
companies with a low floating stock 
which may be leaders in their respective 
incustries can be included in a free-float 
based index whereas there may be a 
resitation to include them based on 
market cap method. 

All the market players especially the 
sand managers Fave eccepted free-float. 
E a company in the index :s closely held 
and has a low floating stock the fund 
managers would have *o pay high impact 
cost to replicate tr.e mcsx. In the free-float 
methodology, closely -held companies 
would have a much lower weightage and 
herce the impact cos: would be much 
lower. It is also easier to replicate by 
passive fund manazers. The index 
providers agree that this methodology 1s 
what the market players need. Petronella 
says, “The marke: has accepted our free- 
float approach very well because it 1s 
based on the needs of the marketplace. 
Managers who use our indexes can be 
confident that the weightings required mn 


- 





their portfolios will match the shares 
available in the marketplace.” 


Float information: Crucial for 


success 

But the success cf the free-float 
methodology largel-7 depends on the 
disclosure of the correct shareholding 
pattern which provides details on the 
number of closely held shares, shares 
held by different strategic partners and 
the shares available for the investing 
public. Getting this true free-float 


Current F.oat Factors of the Stocks on DJIA information is difficult in 


51. Ticker Name Float the developing countries 
No. Symbol Factor | like India. But the recent 
L AA ET ; efforts made by the 
2 BA Boeing Co 1 |Indian regulators like 
3 UTX — Umted Technologies Corp 1 |SEBI is being widely 
4 GM General Motors Corp. 0 802 | applauded. Parag Parikh, 
5 JPM J P. Morgan Chase & Co l Chairman, Parag Parikh 
eee Nm aco | Advin ancl 
€ HWP  Hewlett-Fackard Co. o 8415 | Services Limited, Mumbai, 
9 IBM Internatcial Business Machines Corp. peaa -he recent format 
0 JNJ Johr.son & Johnson | | Of disc.osure mandated 
i: MRK Meck & Co. Inc 1 | by SEB! 1s praiseworthy. 
12 AXP  Armæencan Exptess Co 0 8863 | The split of shareholding 
Is C Citigroup Inc. between promoters, 
F a munications Inc persons acting in concert, 
-T Corp Speen aa 
16 PG Procter & Garrble Co ] ne ae alert dares = 
17 HON Honeywell International Inc eee: A 
1€ GE General tieciet Co. | | ultimately it is up to the 
1 MMM 3M Co 1 |manag2ment of the 
20 CAT Caterpilla~ Inc 1 | company to segregate the 
21 XOM Exon Mobil Corp. l | shareho ding in a fair way 
22 HD Horie Dedot Inc. l jand disclose the figures 
23. [F International Paper Co, l appropriately. Also some 
24 EK Eastman Kodak Co l amount of subjectivity can 
25 MCD McDonalc’s Corp I : 
25 WMT Wal-Mart Stores Inc 0.6176 | Teepe the classification 
27 INTC Inte Cor | | and in such cases it 1s up to 
23 KO Coca-Cola Co 0.9195 | the regulator to scrutinize 
23 MSFT Microsoft Corp. 0.8628 | and classify the same.” 
33 MO Phil p Metis Cos Ine l Apart from depending 


Sauce Dow Jones Index2s on the regulators, the 
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“Companies in developed 
countries have a low promoter 
holding and hence free-float 
methodology would have a 
lower impact.” 


Parag Parikh, 
Chairman, Parag Parikh Advisory 
Financial Services Limited, Mumbai 


global index providers do a lot of research 
investing tme and resources to learn about 
the shareholding patterns of companies. 
Mike Petronella explains “Dow Jones 
Indexes and Stoxx Ltd. expend a greal 
deal of effort to get correct free-float 
information. We have expanded our 
index staff in order to accurately track the 
free-float for the nearly 5,000 companies 
that make up our Dow Jones Globa! 
index family. We use several sources, 
including data vendors and the Internet, 
and we contact companies directly, u 
necessary to get this information.” 


Indian companies: Low float 
Moving to the free-float methodology in 
India has another inherent problem. Most 
of the companies 1n India have a small free- 
float. The promoters in most Indian 
companies have a very high stake. On the 
other hand, ın the developed world the 
major shareholders have a small percent of 
the stake. The available free-float in mosi 
American companies is above 90 percent. 
Pankh agrees “Companies in developed 
countries have a low promoter holding 
and hence free-float methodology would 
have a lower impact than m a country like 
India where several promoters have 
holdings of over 40 percent.” 

So would there be a change in the 
weightage in the BSE-30 index after 
adjusting for the free-float. Certainly their 
would be changes and the hard hit would 
be companies like State Bank of India, 
Hindustan Petrochemicals Lumited and 
Mahanagar Telephone Nigam Limited 
which have substantial government 
holdings. Companies with high free-floa’ 
would be rewarded. They would see a rs 
in their weights and companies with low free- 
float would see a drop in their weights. 

There is also a scope for unintendec 
consequence. While free-float methodology 
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“The shareholding pattern disclosures in India are no worse 
than in other developing countries.” 


Manoj Vaish, Deputy Executive Director, The Stock Exchange (BSE), Mumbai 


C) Has BSE decided to go in for free- 

oat methodology or is tt thinking on 

those lines? If yes, what is the 
__| time-frame? 

BSE had already made a beginning as far 
as implementing free-float methodology 1s 
concerned, BSE launched the country’s first 
tree-float index “BSE-TECK Index” last year, 
which ıs based on free-float methodology. The 
issue at hand now is whether the same methodology 
can be applied to sensex or not For this BSE 
wants to generate a consensus through debate 
amongst the various market participants 
before taking any decision in this regard. 

0 What bas prompted BSE to think 
on these lines? 

BSE considers that free-float methodology 
is a better way of reflecting the true market 
movements as the weight of a scrip in a free- 
float index is based on the free-float market 
capitalization and not based on the total 
market capitalization as is the case with the 
currently followed practice of “full-market 
capitalization” weighted indices. Free-float 
market capitalization reflects the investable 
market capitalization which is much less than 
the total particularly in the case of closely held 
companies like Wipro, etc. 

CI What has been the experience 
globally? 

Globally all the major index providers 
have shifted to the free-float methodology. 
Since June 2001, the entire range of FTSE 
indices are fully free-float adjusted to reflect 


rewards companies with higher 
investible shares, companies which 
provide high shareholder value but have 
less free-float would be marginalized 
There is also a concern from some 
corners that in the event of shifting the 
methodology, historical data relating to 
the sensex movement may become 
irrelevant. But BSE could learn from the 
global experience. In order to have 
continuity of data stock exchanges the 
world over have provided backward 
calculation adjusting for the free-float. 
What ever be the concerns and 
challenges in shifting to the free-float 
method, the BSE has started thinking of 


availability of stock in the market available for 
public investment. MSCI has decided to 
implement free-float methodology to all its 
indices in two phases. The first phase was 
implemented on November 30, 2001 and the 
last phase would be implemented on May 31, 
2002. Outside of Australia and the US, S&P’s 
indices around the world have been 
“free-float” adjusted since inception. All Dow 
Jones Indices are free-float adjusted except the 
Dow Jones Industrial Average which is price 
weighted. The NASDAQ-100 Index is calculated 
using a modified capitalization-weighted 
methodology. 

C Shareholding pattern filed with 
the exchanges plays a crucial role in 
making free-float methodology a 
success. Often it is said that it is very 
difficult to assess the true shareholding 
pattern given the tnformation filed at 
least in developing countries like India. 
What are the special efforts made to 
identify and scrutinize tbe 
shareholding 

The shareholding pattern disclosures in 
India are no worse than in other developing 
countries. In fact, around 1,800 companies 
have been filing the shareholding pattern to 
the BSE on a quarterly basis. 

BSE along with SEBI and other stock 
exchanges has devised a format which 
adequately helps in discerning promoter and 
non-promoter holding distribution of a 
company. This requirement has been made a 
part of the Listing Agreement of the Exchange. 


converting to free-float calculation very 
seriously. With the popularity and 
acceptance of free-float growing by the 
day, it would be very difficult for BSE not 
to buck the trend. Commenting on the 
reasons behind the popularity, Mike 
Petronella says “Thus is the correct way to 
weight indexes. There is broad interest in 
investing strategies tied to indexes. This 1s 
particularly true in the US, and 
increasingly so in Europe. There is a 
strong need and demand for a consistent 
and accurate means of measuring stock 
markets. I believe that free-float 
weighting is the best and meaningful 
method. A stock index is intended to 


However, discerning true free-float from this 
format is not an easy task. For this purpose, 
BSE is considering drafting of a revised format 
specially to meet the needs of calculating free- 
float based indices. 

O What ts the reason bebind the 
growing popularity of the free-floa? 
methodology world over? 

World over, index investing (also called 
passive investing) is much higher than active 
investing. While passive investing in India 
constitutes less than 0.1 percent of the total 
market capitalization, in developed markets 
like that of the US the same is at 10 percent. 
Index funds which track benchmark indices 
generally want to replicate the index in toto. 
However, due to high promoter holdings in 
case of closely held companies, they are not 
able to do so, leading to higher impact cost and 
tracking error. It is here that the free-float based 
benchmark indices help them in better 
tracking and replication as the weight of scrips 
in the index is based on their float available in 
the market, which helps them in investing in 
those scrips. 

This is particularly true in the case of 
intemational investing where Fils generally 
track (invest in) benchmark indices in order 
to get an exposure to a country, If foreign 
ownership limits in respect of index 
companies is not considered in calculating the 
benchmark index, foreign investors will not be 
able to find sufficient stock available in the 
market to invest so as to perfectly track the 
index. 


measure that which is available to the 
investor.” 

However, the move to free-float 
would not be sudden. The process usually 
takes time. All the market players have to 
be taken into confidence and the fund 
managers given sufficient time to adjust 
for the new weights. The major index 
provider like Dow Jones Indexes and 
Stoxx Ltd. had discussed the issue of free- 
float with the marketplace for a number 
of years before implementing ıt. m 


D Satish, Team Analyst 
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Riding the Bull, Beating the Bear 


Market Timing for the Long-Term Investor 


Investors flock the s:cck market with the intention of earning h gher returns than anywhere else, While the temptation drives 
uny to the stock markets it is only a rew who establish a track record of unblemished success in beating the stock market time 
and again. The book unveils a new process, called the ‘Y’ process, which could help investors achieve their cherished goal of 


maximizing returns » hile keeping the costs at minimum. 


Part I: For the novice investor 

Before embarking on the journey of malang wealth there are six 
sirr.ple tenets that have to be kept in mind dy novice investors. 
Trey are: Set specific goals, develop the habit of investing, 
d-versify your investments, invest within your risk tolerance, 
understand the tm2 value of money and understand the 
meaning of cpportunity cost. Seemingly common sense tenets, 
these simple principles help ın clarifying investment strategies 
that the investor should adopt to meet his specific needs. 

Investment goal setang, the objective for which one1s saving 
1s en intensely personal affair, be it for the child’s college tuition, 
or croviding for one’s retirement, the purpose is different from 
one person to anotherand itis only that specific person who can 
define his goals properly. 
The f:rst step in setting 
the financial goals 1s to 
uncerstand the present 
state of affairs properly. 
What is the position now, 
in terms of assets, 
hab:lities, is the starting 
poirt. 

Investing is not a one- 
time affair. To gain the 
maximum returns in 
investment, develop the 
habit of putting money 
into an account. Small 
sums of money put in 
regularly would go a 
long way in future. 
Another possibility 1s to 
start small and gradually 
increasing the monthly 
investment amount as 
on2’3 income increases. Making investi g a regular habit is the 
best chance to acquure wealth. 

[: would be acknow ledged without argument that a prudent 
investor spreads his investments. Diversification 1s an umportant 
strazegy when it comes to investments. An investor has to be 
awere of his risk tolerance cr msk bearing capacity. Moreover 
investment alternatives should be evaluated based on the 
returns generated in companson with the risks undertaken. A 
prudent risk is determined by the goals, age, income and other 
resources, current arc future financial obligations of the 
investor in question. Itis safe for an investor to remain within 
tus ‘her risk zone and comfort level. Time value of money is 
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another umportant aspect that investors have to bear in mind 
while evaluating investment alternatives. Success with one’s 
money often lies in being able to identify the winning side of the 
tme value equation “The time value of money works against 
you 1f you are the one waiting to collect the money and for you 
if you are the one who has to pay.” 

Another important aspect that is often overlooked by 
investors is the concept of opportunity cost. Before grabbing 
any investment opportunity an investor has to be sure as to 
what 1s the opportunity cost of the chosen investment 
opportunity. 


Bonds 


For any investor, preservation of capital is the first rule of 
investing. While many investors consider investing in risk-free 
zovernment bonds as the approach to conservative 
Dreservation, one has to keep in mind that even these nsk-free 
zovernment bonds come at a price. The real returns from stocks 
and bonds can be calculated only after returns are adjusted to 
-nflation. Inflation erodes the purchasing power of the dollar. 
3onds are good investment options in the portfolio of 
nvestments for the following reasons: 
» Economic forces that depress stock prices in the early stages 
- of a recession tend to boost bond prices 
> Bonds can generate impressive profits from capital gains 
when the original bonds are bought at a discount and 
suddenly the prime rate is reduced significantly. The resultis 
an immediate jump in the value of the bonds. 
* Bonds can provide a predictable stream of relatively high 
income that car. be used for living expenses or for funding 
other parts of your investment plan. 

Though bonds are relatively risk-free there are certain risk 
reducing steps that can be followed by a bond investor. The first 
cne relates to the timing of the purchase of bonds. The ideal tme 
to buy bonds is when interest rates have stabilized at a relatively 
Fgh level or when they seem about to head down. It is a good 
idea to invest in bonds with maturities of three to five years. 
These bonds are prone to less volatility. Rather than putting all 
tie money in one kind of bond ıt is a good investment strategy 
to diversify among the bonds invested. Rating by reputed 
agencies form an important factor in determining which bond to 
put one’s fundsin A rating lower than ‘A’ should elumunate the 
kond as an investment option. 


FAutual funds 


Mutual funds rank among the most flexible and potentially 
advantageous investment for the beginning investor. The 
advantages are obvious: Professional management, lower costs, 
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automatic diversification, flexibility in selection, ease of purchase 


and sale, etc. In addition, the attractions of a mutual fund are- 


small minimums and fractional purchases, automatic 
reinvestment of earrings and shareholder services. While the 
returns and advantages are tempting there are certain costs that 
have to be kept in mind while evaluating mutual funds. The 
costs incurred in investing through a mutual fund include, loads, 
fees and expenses. Mutual funds impose a sales charge or load 
on investors who buy new shares. For example, a fund charges 
a load of 8.5 percent. If an investor is putting in $10,000, the 
amount that is invested will be $10,000 - $850 = $9150. 

When investors sell shares of a fund, they may incur another 


—charge, a redemption fee. The general trend ıs that redemption 


w 


fees scales down with the passage of tme. There are other costs 
such as transaction costs, portfolio management fees and 
operating expenses. All these expenses have to be considered 
while evaluating the return generated by a mutual fund. Mutual 
funds come with various types, sizes, different strategies and 
investment objectives. Money market funds are one option and 
since 1970 have an unblemished track record of safety, liquidity 
and competitive yields. Though money funds are not msured 
the possibility of a money fund failing is almost non-existent. 
Index funds are yet another popular investment avenue. 
Their attracton being the index they emulate and the reduced 
operating expenses. Index funds hold roughly the same 
securities in the same relative amounts all the time, so there is no 
need for a manager. Instead, these funds are passively 
managed, which means that the securities are bought and held, 
~ rarely traded. This in essence reduces the costs incurred in fund 
management. A true index fund should have low costs besides 
demonstrating good success in following the index. 


Part II: For the intermediate investor 
Majority of the intermediate investors are long-term, buy and 


hold investors with diversified portfolios. The goal of most of - 


these investors is to build wealth that would support a 
comfortable retirement. The study of the psychology of 
investing forms beneficial insights as to the pitfalls that can be 
and have to be avoided. No matter how smart an investor 
thinks he 1s or how smart he actually is, he must have made 
mistakes ın the stock market that cost him thousands of dollars. 
_ The culprits: A sertes of mental blind sports or knee-jerk 
“reactions. Investors generally listen to poor advice; succumb to 
euphoria, fear, anxiety, overconfidence; and any number of 
human failures. 


The most common psychological pitfalls in investing are - 


overconfidence,-fear of loss, and deep regret over errors 
besides overlooking opportunity.cost, etc. A calm rational 
approach would go a long way in minumizing the impact of 
these psychological factors. Another:major psychological 
factor is the inability to stick with an investment style-and 
strategy. Though an investor might have formulated a clear 
plan of investment.as per his investment objectives, it is rare 


- that he sticks to it. The dynamics of the stock market do not. 
‘allow an‘investor to rest assured. If the stock is not 


performing as per expectations there is an urge to sell out. 
Stock market gyrations can be instrumental in driving 
investors into frenzy. Oneway to avoid this pitfall is to write 
on a piece of paper, the investment strategy, along with the 
reasons for adopting such an investment strategy. A look at 
the logic thought out ın quieter times would minimize the 
chances of going beyond the chosen investment strategy 
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Listening to one adviser and not diversifying are other sure 
shot recipes to loss-making investments in the market 
Investing in stock market is an activity armed at earning returns. 
The more objective the assessment, the better the returns, for 
loss of objectivity often leads to loss of money. For mstance, it is 
never a sound choice to feel married to one’s investments. 
Decision to buy or sell should be driven by the returns earned 
Another major problem 1s the attitude to buy a stock because ıt 
is cheap. If a stock 1s bought because it is cheap, the loss would be 
100 percent since the company could go bankrupt soon. A stock 
that 1s cheap is cheap because it deserves to be and its chances of 
going up are little. As already emphasized there is no free lunch. 
While calculating the returns one has to give due attention to 
costs and taxes. 

Funds can be classified into a number of categories based 
on various criteria such as the amount of money invested by 
them, the kind of scrips ın which they invest their money, 
the kind of fund management (active or passive), etc. In 
addition to the comparison with the benchmark index, it is 
necessary to constantly evaluate the investment in the 
mutual fund to know if the time has come to sell it or hold 1t. 
The following watch list should put the investment in the 
mutual fund on a “green alert”, meaning that the particular 
fund should be under close scrutiny so as to be able to sell in 
case the situation calls for. Early indicators are when the 
performance starts to lag, the fund manager leaves, the fund 
changes its investment criteria, the fund closes to new 
investors, the characteristics of the fund’s portfolio of 
investments changes and finally when the investors’ 
objectives itself have changed. 


Part II: Sophisticated investors and the use 
of the Y-Process 


¥-Process is an active management strategy that instructs you 
on how to assess risk and make trading decisions. The process is 
aimed at preserving capital durmg market downturns and is 
focused on determining the tıme to re-enter the market after the 
worst 1s over to enhance total returns. 

The Y-Process was developed using statistical mathematical 
analysis of 71 years of S&P’s 500 index data. The process signals 


- the investor when to enter the market and when to sell the 


market. This investment strategy gets'the investor out of the 
market in time to avoid most of the bear market and gets him 
back into the market to take advantage of most of the recovery. 
The consequences of this timing strategy are a) to reduce the 
severity of the drop of the investor’s stock portfolio; b) to put 
the investor in treasury bills while he is waiting to return to the 
recovering market; and c) to shorten the recovery time to the 
investor’s portfolio’s value before the bear attacked. 

The Y-Process does help investors ın beating the bear, but 
what is a “bear market”. Officially a bear market is when the 
stock market index losses 20 percent or more from its previous 
high. A stock market index normally goes through three phases 


‘before bemg officially declared a bear market. Phase one is a 
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routine decline, a decl_ne of five percent or greater, phase two is 
e moderate correction, a decline of 10 percent or greater; and the 
ttird phase of a severe correction, a decline of 15 percent or 
greater. It is only in rare circumstances che market slices nght 
trrough these pf.ases, such as the assassination of a president. 
The recovery from such events is rapid. Normal bear markets 
typically start wich a routine declire ard the chance of a routine 
decline turning into a bear marke: has teen only nme percent 
whereas approximately 25 percent of moderate corrections 
tecome bear markets and alm ost 6) percent of severe 
corecuons typically -2come bear narxets. 

Traditionally bear market has b2en decined as a 20 percent or 
mre drop from the previous peak of zhe DJIA (Dow Jones 
Industral Average). However, the DJIA consists of 30 blue chip 
companies and might not be representative of the 7,800 
companies trading in the stock ma-ket It would be better if the 
d2finition of the bear market were basec. on the S&P 500. The 
percentage drop from the previous high is indicative of the bear 
market. The period to reccver from tke dear’s bite has varied 
greatly with the longest being after the Great Fall of 1929 when 
it taok 25.2 years for the market to recover its peak. .. 

The unprececented growth in 199)s coupled with the 
relative toothlessness of the recer t bear markets have made 
buLishness a cult amcng investors. Investors were lulled by 
moze than a decade of extraordinary 19 percent average annual 
returns in the market Most young investors expected that 
stzcks would always cutperform other mvestments. A strong 
psychological shift in investor senti nent from bullish to bearish 
is required to shift from a bull phase to a bear phase. This shift 
comes when stocx prices go dowr, and stay there From the 
view of investor asychology, bear sh sentiment must make a 
significant foothold This foothold i a function of the severity of 
the bear’s bite (percent of dedine to the bottom) and 
retacement (the tme il takes to return to the last peak). 


Investing efficiently 
Treding too often :s a mustake committed by many investors. To 
maximize returns, an investor sould have entry and exit 
taresholds and nat consider stock market investing as a game. 
Beheving that after the pain comes tne gain 1s yet another 
nustake committed by investors dunng 2 bear phase. To stay 
vrh the falling market w-th the idea that it is bound to regain would 
przve to be a folly == what follows happens to be long lean years. 

In a declining market sticking with a loser or putting more 
morey into the stock market because the stocks are trading at 
dismal prices could prcve to be very expensive. In a declining 
ma><et, the focus should be on resticting losses. Investing too 
conservatively or taking unnecessary risks could prove to be 
wrong decisions in a bear market. The best way out 1s to 
diversify investments. Another piece of advice 1s not to listen to 
market prognosticators, since they d> nct Lave an iota of idea of 
the recovery they talk of. Ar. invester would be well adviced if 
ha <oes not believe in the comments made by brokers and 
firzncial planners curnng a bear run 

There are three popular schoo s oZ strategic investing— 
funsamental analysis, technical ana_ysis and efficient markets 
Each school approaches the questions ol security selection and 
market timing different y. Fundamental analysis falls mto two 
groups, growth investing and value investing. Value 
fundamentalists analyze companies, industries and the 
eccnomuic and market environments to :denufy stocks that are 
undervalued at ther- current market prices. Growth 
fur.damentalsts try to .denafy companies with high growth 
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Snapshot 


The six tenets to investing are: 

a Set specific goals. 

e Develop the habit of investing. 

e Diversify your investments. 

e Invest within your risk tolerance, 
d 

e 






Understand the time value of money. 

Understand the meaning of opportunity cost. 
Psychological factors an investor has to guard himself from: 
e Overconfidence. 

e Deep regret over errors 

e Overlooking opportunity cost. 

e Inability to stick with an investment style and strategy. 
e Listening to just one advisor. 

e Marrying your stocks. 

e Buying stock because it is cheap. 

e Not paying attention to costs. 

e Not worrying about taxes. - 





potential before that potential ıs reflected ın the market price. 
Stock prices are determined by three factors at work: First, a 
properly recogmized change in value, second, a more or less 
erroneous change ın investor’s perceptions of value and third, 
investors’ emotions. 

The school of technical analysis attempts to predict future 
stock prices by analyzing past stock prices. In essence it believes 
that tomorrow’s stock price 1s influenced by today’s stock price. 
A technical analyst 1s not concerned with earnings, ratios, 
estimating growth and appropriate discount rates. Instead all 
that occupies his attention is only the price changes, volume, 
momentum and the trends. The underlying premises of 
technical analysis include tenets that (a) subjective estimates of 
value are simply too imprecise and are thus effectively irrelevant 
and (b) future price fluctuations may be predicted through 
analysis of historical price movements, resistance and support 
relationships and other factors that impact directly on the price. 

The third school of investing 1s the efficient market theory. 
Efficient markets indicate that investors (or at least the vast 
majority of investors) cannot expect, on average, to beat the 
market consistently. The reasons according to efficient market 
theorists include: If a stock is undervalued and offers an 
excessive return, investors would seek to buy it, which would 
drive the price up and reduce the return that subsequent investors 
would earn. Conversely if the stock is overvalued and offers an 
inferior return, investors would seek to sell it, which would drive 
its price down and decrease the return for subsequent investors. 
However, there are certain exceptions to the efficient market 
theory known as anomalies. They are the price-earnings effect, 
the small firm effect, the January effect, the neglected firm effect, 
day-of-the-week effect and the Value Line Investment survey 
effect. All these anomalies offer exceptions that prove that certain 
stocks nught yield higher returns than others. 

The Y-Process 1s founded on two quintessential market 
concepts: (1) The law of supply and demand and (2) That stock 
prices tend to move in trends Based upon the trend formed, the 
Y-Process detects the transition from bull to bear or from bear tc 
bull very close to these major cyclical turning points. Two factors 
are used in determining this transition: The market’s trend and 
moving average. A moving average 1s a mathematical trend 
lne The primary purpose of a moving average 1s to smooth out 
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the numbers of the data points in order to modify minor and 
irregular fluctuations. Moving averages can also be useful as the 
basis to formulate a stock market (or stock portfolio) forecasting 
system. When the moving average trend line 1s penetrated by 
the Index, the market trend changes direction in both the 
intermediate and long-term. For example, in July 1990 and 
August 1990, both 3-month and 9-month moving averages 
were Violated to the downside, and again were penetrated on 
the upside in November 1990 and January 1991 respectively. 

The exponential moving average 1s used instead of the 
simple moving average to search for the opimum Y-Process 
number. The index used for the extensive search 1s the S&P 500 

-~and the index’s closing price each Friday was the data point for 

the Y-Process number The Y-Process number is unique because 
all other moving average numbers lag the market. The 
Y-Process number provides the buy-in value of the stock, fund 
or ETF. In addition to the Y-Process number there 1s another 
number that should guide the users of the Y-Process. The risk 
index or R, which indicates the investor as to how far away he or 
she is from the dreaded bear market onslaught. Mathematically 
put, this would mean 

Y =P xC) +Y x) 

R=[(P-Y,)xC]+P 

A change from a positive risk index to a negative one 
indicates that the market’s trend was penetrated to the 
downside sometime during the week. This signals the investor 
to move from an aggressive position ın the stock to a defensive 
position out of the stock and into money markets. Likewise a 

- change in the risk index from a negative to a positive number 

during the week and those weeks that follow with negative 
signs signal the investor to move from a defensive position to an 
aggressive position. 


Since dividends have not been included ın the Y-Process 
calculations, it is necessary to neutralize their effect. The 
approach to neutralize the x-dividend effect is to subtract the 
x-dividend amount from the previous closing prices of the stock 
for the past 16 weeks. 


The Y-Process trading rules 
Rule 1: When a stock you own drops in value violating its 
Y-Process number to the downside, you must sell that stock as 
soon as possible after the violation. 
Rule 2: You may not buy-back the same stock in the same week 
that you sold it. However, you may buy another stock or leave 
your money in the money market or equivalent. 
Rule 3: When you buy a stock, you should buy it at or above the 
Y¥-Process number. To buy is your option not a requirement. 
Back Testing proves that the Y-Process has a high success 
ratio. In fact, 1t had never had a loss-making year in the last71 years. It 
works so well because its trading decisions are the automatic 
result of the price action of the stock market without any 
consideration of fundamental, economic or political factors. The 
second factor that contributes to this success 1s its ability to 
convert human sentiment into numbers that in turn can be 
manipulated by a computer, thus it elymmates human emotion 
from the decision-making process. The Y-Process 1s yet another 
anomaly of the efficient market theory. However, there are 
certain caveats in the form of costs, tmely fashion to act on the 
conclusions of the Y-~Process, etc. The Y-Process comes in use to 
make the deasion but the process of transferring the orders to buying 
or selling stock involves a number of details. An investor has to 
be very clear of the nitty-gritty of stock buying and selling. m 
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ICFAI and 11s constituent/affihate organizations namely the ICFAI Business Schools, the ICFAI Knowledge 
Center, the ICFAI Institute for Management Teachers, the Icfaian Center for Management Research and the 
Icfaian Council for Open & Distance Education are making rapid strides in the field of finance and management 
education in India over the past 17 years. We are now on the threshold of expanding our activities towards 


~ achieving greater heights in the new millennium. 


To take forward this growth process and contribute to the development of our various activity centers, we 
are augmenting our team of professional staff. In this regard, we are happy to invite CFAs to join us and 
contnbute to our progress. As these openings are highly development-oriented, we welcome candidates 
with a high level of commitment, initiative and leadership skills. They should have a flair for innovative 
thinking with a strong application focus. 


ICFAI provides an intellectually stimulating work environment and offers attractive compensation package 
commensurate with qualification and expcrience. 


Interested candidates may courter/fax their resume immediately to : 


Prof. E N Murthy, CFA 
Registrar 
The Institute of Chartered Financial] Analysts of India 
52, Nagarjuna Hills, Punjagutta, Hyderabad 500 082. 
Tel.: 040-335-1071, 3411, 3413, 4502. Fax : 040-335-2521 
Email’ registrar@icfai.org 
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STUDENT UPDATE 








Opening of three new ICFAI Offices 


We are happy to inorm. that ICFAI has opened offices at 
three more locations viz. Gurgaon, Thane and 
Visakhapatnam witk. the objective of providing programs 
information, counseling, administrative and other services 
79 the exiscing and prespective students of ICFAI. The 
students of these cities are welcome to contact the ICFAI 
(fices for clarifying queries and getting other services at 


the addresses mentioned below: 
Visakhapatnam 

































| :CFAI Office ICFAI Office ICFAI Office 
SOF — 24, 2™ Floor 508, £! Floor A - 3, 2™ Floor 
Sactor — 14 Paradise Tower Seshu Apartment 
Jelhi Road Opp. Alok Hotel 4% Lane Dwarkanagar 
Gurgaon- 127 001 Gokhale Road Visakhapatnam 


Naupada 
Thane (W) - 4006 02. 


1 





>in 530 016. 





Annual Service Charges 


Candidates of the DBF/PGDFA Program who are enrolled 
cn or after April 01, 2000 may note that they are required to 
pav Annual Service Charges every year The period of one 
year is reckoned from the date of enrollment. 


With effect fom April 01, 2002, the candidates are required 
to remit the Annual Service Charges before 1" of the month 
in which the service charges become due for payment. A 
late fee of Rs. 100 per month is charged in case of delay in 
remitting the Annual Service Charges. l 


All candidates who have enrolled in the DBF/PGDFA 
program on or after April 01, 2000 and not yet remitted the 
Anaual Service Charges for the year 2001-2002 and/or 
2092-2003 are requirec. to remit the Annual Service Charges 
with a late fee of Rs. 100 per month. Annual Service Charges 
can be remitted using Form 110 of the ICFAI Candidates 
Rezulations, 2002. 


Tne candidates, who do not remi: the Annual Service 
Charges, will be den-ed all the student services without 
further notice. 


Results of April 2002 Examinations 


Cardidates are requested to note that the results of April 
2002 examinations will be declared on the Website 
wyzw.icfai.org as per the schedule given in Annexure III of 
the ICFAI Candidates Regulations 2002. Candidates can 
view their results ard download -he Memorandum of 
Marks using the password Candidates who have 
registered for the examination earher alsc can use the same 
password, which was provided to them Candidates who 
have appeared for the examination for the first time in 
April 2002 can create theiz own password by clicking the 
icon “New User” We hope the candidates would find this 
facility useful and convenient. 


New Test Centers 


With effect from July 2002, ICFAI examinations are 
proposed to be conducted in 50 cities. The addresses of 
Test Centers in 29 cities are given in Annexure IV of the 
ICFAI Candidates Regulations, 2002. The names of 21 
additional cities where ICFAI examinations will be 
conducted are as follows: 


Code Code 
The addresses and other details of the Test Centers in 
the above cities will be informed to the candidates in 
due course through Website. 


Courseware for Level II and Level III of the 
PGDFA Program 


Candidates who are enrolled in the Accelerated PGDFA 
Program are advised. to note that zs they are required to 
appear for and pass the Groups in sequential order, the 
courseware for Level H will be supplied to them only 
after they complete Groups Alpha and Beta and register 
for the examinations of Group Gamma of Level I of the 
PGDFA Program so that they will receive the updated 


Center 
Code 















“courseware. Similarly, the courseware for Level III will 


be supplied to them after they complete Groups Delta 
and Epsilon and register for the examinations of Group 
Kappa of Level II of the PGDFA Program. 


July 2002 Examinations 


The next ICFAI Examinations are scheduled to be 
conducted from July 06, 2002 to July 28, 2002. The last 
dates for submission of the Examination Registration 
Form is as under: 

ERF accepted from 


Last dates for 
submission of ERF 


















: May 06, 2002 


Without late fee . June 08, 2002 
With late fee of Rs.109 : June 15, 2002 


With Walk-in Registration fee: Date of 
Examination 


Candidates intending to appear for July 2002 
examinations are advised to submit the ERF before the 
last date mentioned above. Candidates are required to 
check their eligibility and ensure the following before 
submitting the ERF for July 2002 examinations: 





e There are no fee dues. 
e The Postdated Cheques issued to ICFAI towards 
course fee are duly honored. 


e Ccnfirmation of enrollment by ICFAI after receipt o: 
duly filled-in Evaluation Forms from the references. 
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ICFAI Books publishes professional books containing articles of enduring value on select themes 
in the areas cf Finance, Management, E-Business and Information Technology. 


Case\Study Series 







Mergers & 


Business Strategy 
- | Acquisitions: VoL I i 


New Perspectives 
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Retailing Sector 





Companies 














81-7881-037-¢ 8 -7831-001-8 81-7881-C02-6 81-7881-013-1 81-7881-019-0 


Tae books are available at all leading bockshops and ICFAI Centers. Orders can also be mailed (quoting the above numbers) 
directly to ICFAI Press, 52, Nagarjuna Hills, >unjagutta, Hyderabad 500 082, India. 
. Ph: 040-335-1071, 3411, 4502. Fax : 040-235-2521 E-mail: info@icfaipress.org 
Uniform Price fer each Book 


Price Rs.30) } Special Discount for direct orders (Valid upto June 30, 2002) Rs.50. Net Price Rs.250 


i Visit us for a full catalogue and Order Form at: 
k www.icfaipress.org 
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| Form for Subscription of Magazines 
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Uniform Subscription Rates for each Magazine 


Period Rs. Rs. Rs. Rs. Rs. % 
iver | sœ | so | s% | sæ | 52% | 13 


YES, | wish to subscribe to ICFAI Magazines as ticked below: 
(You can subscribe for any or all of the following magazines for 1/3/5 years) 















[Please Tick (/) One or more of your options] 


Magazine Years Magazine Years 
[canes Franc ane | 
PT |e Accounting wore | | o o 
PE rororo oman | | 
| O _| Treasury Management | | | 
| | insurance Chronicle | ae 
E [Projects & Profis | | | O | Beat Books | 
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The ICFAI Journal of The Icfaian Journal of 
Applied Finance Management Research 










Bonus up fo 


pepe Bonus Voucher Worth Rs.4500 June 30, 208 


This Bonus Voucher entitles all the readers to Subscribe for any or all the 18 magazines of 
ICFAI PRESS for 1/3/5 years and Save up to Rs.4,500 @ Rs.50/150/250 for each magazine 


| Please Tick (v) One or More Magazines l 
LJ Chartered Financial Analyst Qd ICFAI Reader Ql Mktg. Mastermind 


LJ The Accounting World Q Professional Banker Ll Advertising Express 
L Portfolio Organizer LJ JAF LJ HRM Review 

L] Treasury Management LU] Effective Executive L) Case Folio 

LJ Insurance Chronicle CJ] Global CEO Ul Best Books 

CJ Projects & Profits Ql E-Business L) UMR 
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Since 1919, we’ve been 
mixing business with pleasure. 


The business of your financial security. 
The pleasure of serving your 


every financial requirement. 





You are. Therefore. your Bank is An objactive that has been evolving since 11" November 1919 To innovate and transform 
Banking into a vibrant enterprise Where customer focus is the benchmark To create a banking order that resonates wrth your 
diverse financial raquirements Be it co-porate or retail banking, you are not a mere account number but a prestigious 
Unicn Bank of ndic member. We redecicate ourselves to reinforce customer focus and personalize our proactive service. To excel 


in a technology driven environment. To emerge as a true Corporate Citizen To reward our stakeholders, our employees, our 
associates and you our customer. Bank on us. Bank with us. 
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FOCUS 





The Road Not Taken 


Economic reforms, including liberalization opened up new vistas for 
the Indian states to script their destiny towards economic development. 
Yet, a decade of reforms later, regional disparities mar the formidable 
vision built by our leaders. Two states which reflect this regional 
imbalance are Bihar and Andhra Pradesh. ‘A Tale of Two States’ is an 
attempt to address the reasons and remedies for such regional 
imbalances prevalent among Indian states. Bihar, which has been 
labeled as being the poorest Indian state since 1971, also carries the 
cross of having the highest rate of population growth (28.43 percent), 
lowest literacy rate (47.53 percent) and substantially high rates of crime 
and lawlessness. On the other end of the spectrum is Andhra Pradesh, 
a classic example of a state on the move. In the last five years, with a 
growth rate of six percent or more annually, the state has even managed 
to challenge the nation’s overall growth rate. Even the much hyped 
about economic downturn did little to dampen the spirit of Andhra 
Pradesh and its now famous IT-driven development model. 


The disparity between both these states is the result of several years 
of strategic transformation for one and hopeless neglect for the other. 
Entrepreneurial spirit, visionary leadership and aggressiveness on the 
part of the State Government to place Andhra Pradesh on the world 
map have fostered economic growth in the last five years. On the other 
end, Bihar is lost amidst caste conflicts, corruption and sheer 
indifference by political leaders whose sole aim seems to be to generally 
drift along in power till the next elections. 

The article also addresses the unfinished agenda of development 
that Andhra Pradesh has set up for itself along with the remedies to 
solve Bihar’s problems. Efforts to set right Bihar’s myriad problems 
need a strong political will to do some strategic thinking and guide the 
state in the right direction. 

In the international arena; post-Enron, corporate America has 
woken up to a more rigorous monitoring of accounting standards. The 
spotlight has shifted to GE, the world’s most admired company, which 


‘has unfailingly delivered predictable earnings. Analysts and investors 


are questioning its very ability to perform so consistently, quarter after 
quarter, year after year. They are now trying to decipher the 
questionable accounting practices that have enabled them to achieve 
this. GE, once symbolic of all that was good and worth emulating in 
corporate America today has a tarnished image. 

This brings us to the moot question as to what are the reasons that | 
prompt companies to manage their earnings to project a picture of 
sustained growth? The answer lies in the excessive focus on stock price 
that has become a hallmark in the recent era. Two reasons are 
responsible for this: The CEOs’ and: CFOs’ rewards being tied up to 
stock performance and the focus of investors, analysts on the stock 
prices. Markets rewarded smooth earnings and those who did not 
deliver were punished rather brutally giving companies another reason 
to manage the numbers. However, now there is a shift from earnings to 
quality of earnings. 

Jeffrey Immelt, CEO of GE observes that it is not enough to just 
deliver earnings; today it is all about quality. If this kind of inquisitive 
quest for quality earnings continues and evolves a model that would 
emphasize on quality rather than on numbers, the market driven model 
of economy will survive. 
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where quality makes all the difference And undoubtedly, it 1s 
an established brand that can ensure a good acceptable quality. 


I feel branding will aever lose its importance and though the |4 CHARTERED FINANCIAL 
hardware sector 1s witnessing commoditization, it 1s a far cry|' = 
“or the sofware sector. l ANAL n S } 
Nalin Jain - 
Mumba 
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GE | 

In the line of fire ....ccccscssssrcosssnesascesseees 16 
GE was always admured for its 
double-digit eamings, its acquisitions 
and. its management. But, in the 
wake of high-profile corpcrate 
collapses like Enron, investors have 
sharpened their scrutiny Well- 
known personalities m the financial 
sector, like Pacific Investment 


Management Company’s, Bill Gross, 


have alleged that GE has been 


fueling its growth via short-term 
debt through the-issuance of 
commercial paper. Critics are also 
raising doubts about its consistent 
earnings and acquisitions-led 
growth strategy. In this skeptic state 
of affairs, the world’s most adnured 


company has to explain its greatness. 
CASE STUDY 

Xerox Corporation 

Documenting problems ....scccssesassserss 44 


With accounting fraud allegations 
clouding: Xerox, for a while it looked 
like another Enron was ın the 
making But by agreeing to pay the 
largest fine ever for financial fraud, 
although not adnutting any lability, 


¥ s 
* 
mee es ee ee ee 


Cover design by 5 Ganesh 







` s ee ya wk “wow ¥ “u = w 
` -+3 be Bosi 
ARMIN SE ABE 








CHARTERED FINANCIAL 


it has settled all its pending issues 
with SEC and hopes to bring in some 
sense of credibility on its damaged 
reputation. However, allegations are 
not the only problems that Xerox is 
embroiled in. Tough competition and 
the sluggish economy has already 
taken its toll on the company. 
Although still the market leader in 
photocopiers, the company ts on the 
threshold of some tough times ahead. 


INDUSTRY 
Global Auto Industry 
The balancing act ......ccssccccscscsssersressene 55 


FINANCIAL MARKETS 

Hedge Funds 

Having the edge? ....scssscsssscssssssssesessesees 32 
Catastrophe Bonds 

CATS out of the bag ....esccccsssesscesersees 48 


-INTERNATIONAL FINANCE 


Argentina 
The shadows lengthen ......cssreseseeereens 36 


PERSPECTIVE . 
. Capital Adequacy Norms 


Primary Dealers: War with VaR.......... 14 


Two states—Bihar and Andhra Pradesh—one with a rich 
į- history and another, which is making one. The contrast 
becomes all the more palpable given the fact that Andhra 
Pradesh, for long an indistinguishable expanse on the map 
of India, is emerging as a-contender for all that means 
progression. Bihar, on the other hand, with a repository of 
natural resources, continues to flounder earning negative 
encomiums. The creation of Jharkhand that has truncated 
Bihar has deteriorated the economy further. With meager 
natural resources and hardly any industries, there is little 
prospect for further progress. Gloom and despair is 
omnipresent. By contrast, Andhra Pradesh has paved its 
way to progress, trying to overcome all bottlenecks. 
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Positive forecast 

Tensions are again hgh betweer India 
and Pakistan after a May 14 terrorist 
attack-1n Indian-administered Kashmir, 
apparently by Pakisten-based mi itar-ts. 
The possibility ofa war has increased, and 
even a small, conventional fight between ~ 
the nuclear-tipped neighbors would have 
huge diplomatic costs for both. The 
increased focus on Pekistan migkt help 


tre BJP-led cozlition and the, Prime" 


Minister, however. The cross- -torcer ` 
canflict could divert criticism of their 


mishandling of the ongoing violence in ` 


~- the Indian state of Gujarat since Fetruacy: 
... However, the economy is expected to 


’ Telecom -, 


~ forecast that India will 


fare ‘well in 2002. According to 
forecasters, polled by The Economis-, GDP 
z-zwth should reach 6 3 percent, die toa 
booming agricultural sector. Through its 
201M policy 2022-07, India scrapped 
quantitative restrictions on exports of all 
bat a few sensitive itens. The more will 
primarily affect agricultural items, and 


- ., Should boost rural mcecmes. 


Evoming.telecom 

- -markety iz 
intelligence ~ “leader. 
Cartner. Dataquést has 





show: a doube 2-dizit 
growth i in the sector with 
its -telecom services 


market reaching $14 En in 2006. Iadiz’s 


fixed telecom services market -oo'is ` 


fac:ng strong competitive pressure, 


- especially on the priang front, wich the 


privatization of long distance services, 


` according to Gartner Jataquest’s latest 
- report for, Asia-Pacific. It says grovth-in 
the Indian market will be increas2d by — 


deployment of plone Hines suppor-cd to 
én extent by the rollout of wireless local 


lacp. Going forward, contribubon from ' 


local calis and rentals will shore vp the 
revenue base. Data and Internet se-vices 
will grow faster and their contribut.on <o 


_ total revenues will increase; in line with 


cter markets in Asia, the report says. 
Gartner Dataquest =xpects that India 
ard China, -the world’s two most 
f¢epulous countries, are likely to ke the 
raz2- performers in a subdued fixed-line 
pone marketin Asia-Pacific. The world’s 


Jeacing techr.ology researcher says in a 


statement that Asia-Pacific fixec-lire 


_ 


a 


-phone service revenues would grow by 
single digits through 2006, as market ° 


growth slowed in the region’s developed 
countries. “Asia is’ facing the same 
problems which the western countries 
faced several years ago when prices 
plunged as a result of hberalization,” To 
‘Chee Eng, Principal Analyst with 
Gartner’s Asia-Pacific telecom and 


- Internet research group, says.in the . 
statement. But China and India are set to | 


buck the trénd. China, already one of the 


world’s biggest telecom markets, was 


forecast to grow by a cOmpounded 7.9 
percent from 2001 through 2006 to $27 bn 
in fixed-line revenues, the Gartner 


. Statement says. 


India has just around 35 million 
fixed-line phones now, which analysts 
consider is way too low for a country of 
over a billion people. 


India Inc. on. overseas 
shopping spree 


- The year 2002 just might go owe as a 
year when India Inc. went on récord ' 
"overseas corporate shopping binge. In 


the first few months. of the year, 


'-Dr. Reddy's Laboratories announced that 
` it had’ dcquired ‘two companies in the 
~ UK—BMS. Laboratories Ltd. 


and 
Mendian Healthcare {UK Ltd.—in a £9.05 
mn deal. NIIT has acquired Osprey 
Systems Inc. and Clizktolearn in-the US 
for $6 mn. Several information 
technology and pharmaceutical 


-companies have announced that they 


want to shop for companies overseas. 


` The list includes Tata Consultancy 
Services, Wipro, and NIIT. Ranbaxy 
Laboratories, which bought three 


companies’ overseas—-Ohm Laboratories 
in the US, Rima Pharmaceuticals in 
Ireland and SP Medicamentos ın Brazil— 
some years ago, wans to be listed in the 


-US to build up a war chest for further 
‘acquisitions. 


- The BPL group is acquiring a 
Slovenian television producer called 
Electronika Valanje. The Onkar Singh 


- Kanwar-controlled Apollo Tyres Ltd. has 


signed a memorandum of understanding 
to pick-up a 76 percent stake in a Chinese 
tyre producer. Indian Rayon & Industries, 
the AV Birla group company, is scouting 
for carbon black facilities in China, 
Romamia and the Ukraine. Tata Steel is 
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considering the possibility of acquiring a 
large ferro-chrome project overseas, 
even as the Taj group of hotels continues 
its quest for hotels in South-East Asia and 
in the US. Analysts say several leading 
domestic companies are still reluctant to, 
look at overseas buyouts because of 
cultural and post-acquisition integration — 
travails. However, no one has yet 
announced ın 2002 a big bang acquisition 
on thé lines of Tata,Tea’s acquisition’ of . 
Tetley of the UK in 2000 for over Rs. 18 bn.” 


Economic growth blues 
According to the Centre 

for Monitoring Indian [ 

Economy (CMIE), India’s 

economic growth is likely 

to slow down in the 

current financial year. 

Weakness in the farm and 

services sectors would combine with - 
moderate expansion in the industrial 
sector to pull India’s GDP growth rate in 
2002-03 (April-March) to 4.5 percent from 
an estimated growth of 5.7 percent last 
year. That is lower than the Reserve Bank 
of India’s projected GDP growth of 6.0-6.5 
Salat and the Asian Development 


‘Bank’s forecast of 6.0 percent. The. 


Government has not made any 
projection. The CMIE forecasts the 
agricultural sector to expand by two 
percent in 2002-03 against an estimated 
growth of 7.2 percent last year. 

About two-thirds of India’s more than 
one billion people depend directly on 


- agriculture for their livelihood in the 
‘world’s second most populous nation. ~ 
: The CMIE forecasts the industrial sector. 


to grow by about four percent against 
2.7 percent last year while the services 
sector was projected to expand by 6.5 
percent against 6.6 percent. The farm and ' 
industrial sectors contribute about 25 
percent each to GDP, while the services 
sector accounts for the rest. India’s 
economy is ranked the world’s 13th 
largest by 2000 GDP size, according to the 
World Bank. In dollar terms, it vies with 
South Korea for the position of third ` 
largest economy in Asia, behind giants 
Japan and China. The CMIE says the past 
year was India’s most difficult since facing 
a balance of payments crisis in 1990-91 


and it expects the situation to deteriorate ~ 


further. “We believe the economic 
scenario would change in 2002-03 for the 
worse.” Em 


International 
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Asia’s top business center 
Singapore has overtaken Hong Kong as 
the best place to do business ın Asia, 
according to a survey by the Economist 
Intelligence Unit (EIU). Hong Kong 
slipped from top spot to second because 
of ifs concern over tts growing deficit, 
openness to competition, and the 
adaptability of rts labor force. EIU cited 
fears of political interference from Beying 
as another reason for Hong Kong 
shpping in its poll, which aims to forecast 
regional business conditions for the next 
five years The EIU findings will bode well 
for Singapore, which is trying to stem a 
recent exit of business to Hong Kong, 
such as the investment banking 
operations of Lehman Brothers and the 
top regional management of Philips, the 
Dutch electronics group. Singapore’s 
healthy fiscal surplus would allow it to cut 
taxes while Hong Kong’s fiscal deficit 


- might force ıt to raise them. Singapore 


~ 


recently announced ıt would reduce top 
corporate and personal tax rates to a 
uniform 20 percent over the next three 
years, although they would remain 
‘higher than Hong Kong’s 16 percent 
corporate tax rate and 15 percent flat-rate 
income tax. But economists believe that 
tax cuts alone will not improve 
Smgapore’s competitiveness as a business 
center because 1t suffers from a limited 
talent base and 1s ın the center of South- 
East Asia as the region loses 
manufacturing investments to China. 


— 


Strong economic performance 
China confounded 
pessimists with strong 
economic figures showing & 
that exports, industrial 
production and inflows of 
foreign investment in the 
first four months of this year have all 
exceeded forecasts Industrial output 
leapt by 12.1 percent in April 2002 to $31 
bn, the national bureau of statistics says. 
This 1s compared with a 10.9 percent 
increase m the first quarter and a target of 
nine percent for the whole year set by the 
State Economic and Trade Commussion, 
the key industrial ministry Foreign 
Direct Investment (FDI) was also 
extremely strong, soaring by 29.06 
percent year-on-year to $14.14 bn ın the 
first four months. Economusts cautioned, 
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however, that the economic health of the 
economy was in some senses skin-deep. 
Aggressive fiscal stimulus spending by 
the Government 1s straining state 
finances, state banks continue to lend 
despite high levels of non-performing 
loans, consumer prices are falling and 
unemployment ıs on the rise. 

But these structural issues aside, the 
performance ın the first four months of 
the year has been stronger than 
pessimusts predicted. The increase in FDI 
was attributed, in large part, to the 
growing opportunities to foreign 
companies following China’s accession to 
the WTO, secured late last year. Official 
estimates have put actual FDI at $50 bn 
this year; up from $46 8 bn last year—but 
the current rate of increase suggests that 
this figure may be eclipsed. 

On the corporate front, statistics 
showed that the best performers were 
once again foreign-invested enterprises, 
many of them export-oriented, and 
Chinese shareholding companies, made 
up largely of the companies listed on 
domestic exchanges and in Hong Kong. 
The state-owned sector, which is still 
shedding workers rapidly, continued to 
be the poorest performer but still 
managed a 10.9 percent rise in production 
in April. 


Cut taxes to revive 
economy 
The sun has finally begun 


shining on the Japanese 
economy The Government 
announced in its monthly 
economic report for May 
2002 that the economy had 
bottomed out, although ıt cautioned that 
“the economy continues to be in a difficult 
situation.” As a basis for 1ts assessment, 
the report referred to increases in 
exports, mainly to the US and Asian 
countries, progress in inventory 
adjustment and the bottoming out of 
industrial production. In tandem with the 
improvement in the global economy, the 
Japanese economy 1s expected to emerge 
from its prolonged recession, but as this is 
expected to be extremely gradual, 
deflation will shll remain a problem. 

The situation is extremely delicate. If 
the Government relaxes its policy now, 
the economy will not be able to get on the 


recovery track and might even start 
deteriorating The Government has 
upgraded its official economic assessment 
from the April report, which says the 
economy “is moving toward bottoming 
out.” This 1s because the recovery in 
exports 1s certain to increase industrial 
producton. 


Uncle Sam under fire for 


‘damaging’ trade curbs 
The heads of the world’s 
three main multilateral 
economic institutions ; 
joined forces to condemn |?" 8 zz 
rising US protectionism, EN 
sayıng it harmed global — 
growth and set back economic reform 
and open markets. The unprecedented 
display of disapproval came ın a joint 
statement by Horst Kohler, managing 
director of the International Monetary 
Fund, Mike Moore, Director-General, 
World Trade Organisation, and James 
Wolfensohn, President, World Bank. 
Although the statement did not menton 
the US by name, 1t comes amid increasing 
international condemnation of US 
decisions to boost farm subsidies and 
curb steel imports. Their words reveal the 
fear that Washington’s actions could set 
off a chain reaction of worldwide 
protectionism that would particularly 
hurt developing countries. The statement 
says, “Any increase In protectionism 1s 
damaging.” Such actions will hurt growth 
prospects where fostering growth is most 
essential. And they send the wrong 
signal, threatening to undermine the 
ability of governments everywhere to 
build support for market-oriented 
reforms ” 

u The statement was delivered to a 
meeting of ministers from more than 
40 countries at the Organization for 
Economic Co-operation anc 
Development in Paris, at which the US 
was attacked for increasing 
agricultural-support spending ın its 
farm bill and for the steel impor: 
restrictions. It called for liberalization 
of trade in agriculture and textiles, 
which are protected US markets. w 


Fe 










Worn Teen “eer 


N Janardhan Rao, Team Analyst 


© 


.7 


co 
- r hold ebout'42.7 percent. Both tre 


M&A ROUNDUP 


Merger street 


Mega British merger 
Britain’s power and PEJ 
transmission 







gas l 
monopolies plan to ‘Lattice: e: 


merge in a bid to Arges 
create a £29 on ($41.9! 
br.! energy delivery 
giant that will be a 
pewerful predator in 





the US. National Grid, the elect-icity ` 


trensmussion utility, and Lattice G-oup, 
the gas transmission company that owns 
“Transco, hailed the transaction as a 
merger of equals, although Lattice 
shareholders will recetve a 3.6 pe-cent 
premium for their shares. The combined 
group will be one of the 20 largest 
companies in the UK and the only British 
utility of a size capable of rivaling 
European groups stich as Eon of 
Germany or Electricite de France. 

Company sources maintain tha- the 
merger would leave the groups vel. 
placed for acquisitions m the liberalizing 
North East region of the US, where 
Nazional Grid already owns Niagara 
Movrhawk and New England Electr city 
Sys7ems. Its firepower hes been hit ur the 
lastrew months by the colladse m the value of 
Energis, the UK teleccmmunicattons 
corrpany in which it holds a 32.5 perzent 
stake, and a £290 mn write-down in the 
value of its Latn American 
teleccommunications busin2sses. However 
observers opine that the combined group 
would be capable of a $3 kn acquisition in 
the US—about the same size as the 
Niagera Mowhawk purchase—evary 
two years. Analysts believe that potemtal 
targets include Albany-based Energy 
East, which has a market capitalization of 
$2.6 ba; Northeast Utilitas of Hartfcrd, 
whzch is capitalized at $2.7 bn; or Nstaz of 
Bostor, which has a market valuatior of 
$2.4 sn. 


As per the agreement, Natonal Grid. 


shareholders will retain their shares in he 
company—to be renamed National Gad 
Tzansco—and Lattice shareholders will 
receiv 0.375 shares in the enlarged gro1p 
far each Lattice share. National Gud 
_ sharetolders will hold 57.3 persent of the 
mpany and Lattice shareholders will 


companies have a debt of about 
£7 bn each. ‘Analysts saıd the deal 


Be 


- the 


ee 
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appeared to make strategic sense for both 
companies. 


Vivendi to buy Southern for 
£2 bn 


Environment, 
French 
water group 
confirmed 
that it would 
buy Southern Water of the UK for £2.05 
bn ($3.01 bn), subject to regulatory 


VIVENDI 
UNIVERSAL - 


‘approvals. The deal comes just two 


months after Southern was sold by 
Scottish Power to First Aqua, a private 
investment vehicle backed by Royal Bank 
of Scotland. Company sources said that at 
the ttme.of the transaction it had a 
put-and-call option to ‘buy £374 mn of 
non-voting preference shares in First 
Aqua if the investment vehicle offered to 
sell Southern within six months. The price 
paid by Vivendi for Southern is the same 
as that paid by First Aqua in March. The 
French group, which was spun out of 
media group Vivendi Universal in 2000, 
believed that the acquisition would 


-enhancte ‘earnirigs: front 2003 onwards: 
Following the deal, Vivendi will havea 10 | 


percent share of the €10 bn ($9.18 bn) 
English and Welsh water market and will 
also enter the UK waste market for the 
first time. Sources at First Aqua 
maintained that,the transaction would 
leave Southern well placed to continue to 


‘se one ofthe most efficient water 


companies in the UK. It hoped to 
complete the deal during the fourth 
quarter of this year, subject to ‘clearance 
by the European Commission, UK 
Competition Commission and Britain’s 
Department of Trade and Industry. - 

. Vivendi already owns Three Valleys 
‘Water, North Surrey, and Tendring 
Hundred and Dover water suppliers in 
the south of England, which generated 
revenue of €307 mn in 2000. The group 
Lopes to generate synergies between the 
cperations and Southern, though 
investors in March expressed some 
reservations about the low growth rate of 
the UK water sector. Scottish Pewer had 
planned a £1.7 bn refinancing of Southern 


after indicative offers from potential: 


bidders, including a jomt venture between 
Vivendi and-Centrica, the UK energy 
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utility, were said to be too low. The sale of 
Southern to First Aqua released £300 mn 


‘more cash than the refinancing would 


have done, boosting Scottish Power's 
capacity for further UK and US acquisitions. 


Sears in a $1.9 bn deal 


Sears Roebuck, 


one of the biggest 

US retailers, 1s SEARS 
buying the Where sise?” 
catalog and online 


retailer Lands’ End for $1.9.bn as it seeks 
to revive its fortunes after losing ground 
to rivals such as Wal-Mart. The deal brings 
together what was once the world’s 

largest retailer, whose Big Book catalog 
business was for decades a symbol of 
middle America, with a new-breed direct 
seller of clothing. Sears is offering $62 ın 
cash per Lands’ End share Sears, now a 
department store and online retailer, has 


- struggled ın recent years to compete with 


innovative discount rivals such as Wal- 
Mart, the superstore chain, and Kohl’s, a 
fast-growing department store retailer. 
The addition of Lands’ End aims to 
jumpstart sales growth ın its stores, 
alongside its efforts’ tó streamline and 
revamp its retail operations. Apparel has 
long been a weakness at Sears, despite its 
strength in “hardlines” such as tools and 
applances. The company hopes owning a 
respected national brand which could 
improve clothing sales and boost sales 
growth overall. Sears 1s also shifting its 
department store format to a more 
self-service system. Company sources 
maintain that the Lands’ End acquisition 
would “further differentiate Sears as a 
destination for nationally-recognized 
brands.” The deal is part of a broader 
trend among ng US retailers to buy T 
exclusive brands in an effort to mark 
themselves out from rivals 

The deal puts Gary Comer, Lands’: 
ear old Founder and 
Chairman, close to the billionaire bracket. 
He and his family trust own more than 50- 
percent of Lands’ End, founded in 1963 as 
a mail order retailer of sailing equipment. 
It also gives Lands’ End a ready-made 
retail distribution network alongside its 
existing catalog. and Internet operations. 
Sears will introduce some Lands’ End 
products into many of its 870 stores by 
autumn 2002, and have products in all its 
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stores by a year later. Analysts said 
Lands’ End was a “unique asset”, thanks 
to the quality of its clothing and execution 
of its direct merchandising business. 
Daniel Barry, retail analyst at Merrill 
Lynch, said in a research note that the deal 
was a good strategic move for Sears, 
though unlikely to affect earnings until 
2004. Sears’ advisers were Morgan 
Stanley Lands’ End was advised by the 
Peter J] Solomon Company 


Birlas buy Yamaha’s share 


Yamaha Motor Company, one of Japan's 
leading motorcycle-makers, has sold its 
entire holding of 27.9 percent, or 29 22 
lakh shares, in Birla Yamaha to Birla 
International, an associate of the Indian 
promoters. After the acquisition, Birla 
International will hold 29.8 percent stake 
in the company and the acquisition is part 
of exchange of stakes between the Indian 
promoters and the foreign collaborator 
as per the information given by Birla 
Yamaha to the Bombay Stock Exchange. 
The price of the deal 1s not known. Indian 
promoters hold over 59 percent of BYL’s 

uity of Rs. 105 crore as on December 
31, 2001, and would not be requured to make 
an open offer to the other shareholders as 
Indian takeover guidelines exempt 
promoters transferring stakes to one 
another from making a public offer. 
Institutions (including FIs, FIIs and MFs) 
hold 16 percent, with Indian public and 
other private bodies owning the 
remaining 25 percent. BYL is a leading 
player in the portable genset and multi- 
purpose engines industry. 


KPMG to acquire Andersen 


PA! 


If everything goes 
right then KPMG 
Consulting would end 
up with the bulk of 
Andersen Worldwide’s 
global consulting 
business, continuing 
the disintegration of 
the professional service firm tainted by its 
role as former auditor of energy trader 
Enron. KPMG Consulting, which was 
spun out of KPMG’s tax and auditing 
business ın late 1999, has signed a letter of 
intent to buy Andersen’s consulting units 
in 23 countnes for $284 mn (€314 mn) in 
cash, and would also issue up to 
6.5 million new shares to lock in Andersen 
partners. The legal action facing Arthur 
Andersen, the US unit of Andersen 
Worldwide, over its role in the Enron 
scandal has prompted the break-up of its 
global franchise as staff and clients 





defected and rivals snapped up business 
units. 

Analysts said KPMG Consulting had 
negotiated a good price for Andersen and 
would secure product and geographical 
diversification, reducing its reliance on US 
public-sector business, notably through 
Andersen’s strength in consumer and 
industrials business. 

Company sources at KPMG 
Consulting maintain that Andersen was a 
good strategic fit with little overlap. The 
firms share only 15 of their respective top 
100 clients. KPMG Consulting hopes to 
close the individual deals ın 30-45 days. 
The purchase of the US business 1s 
contingent on the “satisfactory resolution” 
of potential liability issues faang the 
consulting business. Arthur Andersen is 
on trial after being indicted for obstructing 
the US judicial investigation into Enron. 


Spanish pay-TV rivals to 


merge 
Spain’s rival satellite 
digital television 
comparses have agreed 
to merge their services eee 
in an effort to stemf 77 ““* 77 
their operating losses. 
The agreement between Sogecable 
Telefonica, Spain’s 
largest company, and Sogecable, 
controlled by Vivendi Universal and 
Prisa, a Spanish media group, will create a 
single pay-TV company in Spain with 2 5 
mullion subscribers and sales of €1.3 bn 
($1.2 bn), as per the companies’ statement. 
Telefonica had been seeking a dial 
after concluding that the Spanish market 
was too small to sustain rival pay-TV 
services. Telefonica and other minority 
partners in Via Digital, its satellite pay-TV 
service, have agreed to subscribe to a 23 
percent capital increase in Sogecable, a 
listed company that owns Canal Satelite 
Digital, the market leader. Telefonica, 
Vivendi Universal and Prisa will hold 
equal stakes in the expanded company, 
although Sogecable will be effechvely 
controlled by Vivendi and Prisa because 
they have a shareholders’ pact. The 
arrangement appears to have the 
blessing of the Spanish Government, 
although it will have to be referred to 
Spain’s competition watchdog. The 
difficulties of pay-TV groups elsewhere in 
Europe are understood to have softened 
the government’s initial opposition to a 
merger ın the media sector. Telefonica 
had been lobbying the Government to 
allow a merger between Spain’s rival 
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digital platforms because losses at its 
media division had become unsustainable. 


Vivendi to sell remaining 
£1.7 bn stake in BSkyB 


Vivendi Universal finally drew a line 
under its relations with British Sky 
Broadcasting (BSkyB), the UK satellite 
broadcaster owned by Rupert Murdoch, 
with the sale of its remaining stake worth 
£1.7 bn ($2 5 bn). The move will sever 
Vivendi’s ownership ties to BSkyB, built 
up during a raid in 1999 that marked the 
start of a period of torrid relations 
between Jean-Marie Messier, Vivend1’s 
Chief Executive, and Murdoch. [twill also 
bring to an end months of uncertainty 
about the overhang on the BSkyB share 
price. The French media group has 
instructed Deutsche Bank to start book 
building for the sale of the remaining 
250.6 million BSkyB shares it held on 
Vivendr’s behalf. It also brought forward 
the exchange of 150 million shares for 
equity certificates. Vivendi hopes the deal 
will ease recent pressure over the size of 
its €33 8 bn debt pile, and avoid the risk of 
a credit rating downgrade to junk status. 


BT and DT seek to sell 


€3.5 bn Eutelsat stakes 


British Telecom (BT) 
and Deutsche Telekom 
(DT) are seeking to sell 
their combined 28 
percent shareholding in 
Eutelsat, the pan- 
European satellite company valued at 
about €3.5 bn ($3.15 bn). The move 
comes as the telecom companies are 
trying to focus their busmesses and, in 
DT’s case, reduce its debt levels. DT’s 
€67.2 bn debt pile ıs one of the highest in 
Europe. Poor market conditons have 
dashed its hopes to reduce debt with an 
inthal public offering this year of T- 
mobile, its mobile business. BT last year 
slashed 1ts £30 bn ($43.5 bn) of debt witha 
rights offering and the sale of non- 
strategic assets. Meanwhile, the 
management of Eutelsat, which 1s based 
in France, is pursuing an mihal public 
offering and looking to appoint an 
investment bank to co-ordinate it. The 
company said in February that it was 
seeking an offering of 30 percent of its 
shares to raise €500 mn, and depending 
on market conditions could float by the 
end of this year. m 
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About NSE India 


The Nationa. Stock Exchange (NSE) of India Limited has genesis in the report of the High Powered 

. Study Group on establishment of new stock exchanges, which recommended promotion of a National 

- +, Stock Excnange by Financial Institutions (FIs) to provide access to investors from all across the 
country or. an equal footing. Based on the recommendations, NSE was promoted by leading Fis at 
the >ehest of Government of India and was incorporated in November 1992 as a taxpaying company 


O-h2r ITSL Indices unlike other stock exchanges ın the country On its recognition as‘a stock exchange under the 
are _ Securities Contracts (Regulation) Act, 1955 in April 1993, NSE commenced operations in the 
ae + Wholesale Debt Market (WDM) segment in June'1994, operations-in.the Capital Market (CM) 
Publications T ..segrment in November 1994, and operations in Derivatives segment (F&O) in June 2000. During the 
TEE. v. year 2000-2091, NSE witnessed a total turnover of Rs 17,70,457 crore against a turnover of Rs. 
Oey 11,43,268 crore in the preceding year. - 
FAQ Objectives 
Press Release NSE’s miss107 is getting the suena for change in the securities markets in India. Its main objectives 
Giossary ARO a 
Eanes °. Establish-a nationwide trading facility for equities, debt instruments and hybrids 
° . Ensure ecual.access. to investors all over the country through.an appropriate communication 
Listing networ l 
Membership » Provide a-fair, efficient and pai securities market to investors using electronic trading 
| Trading systems 
anise _ © Enable shorter settlement cycles and book entry settlements systems, a 
. _* .  ;®. Meet-the current international. standards'-of ‘securities markets 
Cempany. Into . tee ag 
oe: Equities i, e fie p n 
Trade Statistics, 22 mo ae ] ee : f T 
; n> The NSE-is India’s leading stock exchange covering more than -400-cities and towns all over India. 
n»: Education , - ‘-NSE-introcuced for the first time in-India, fully automated screen-based: trading. It provides a 
fees -modern, fully computerized-trading system designed to-offer-investors-across the length and-breadth 
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‘| Procucts - 
Menbership 
Trading _ | 
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= of the country a safe and-easy. way to invest or.liquidate investments in-securities. 


NSE started.equity trading.on-November 3, 1994 and within a short span of-one year became the 
‘ targest-exchange'in India+in-terms of-volumes transacted. ‘Trading volumes in the equity segment 
-~ : e have grown rapidly with average:daily.turnover increasing from’Rs.-7- crore in November 1994 to Rs. 
- 6797 crore in February 2001 with an average of 9.6 lakh trades on a-daily basis. During the year 2000- 
2001 NSE reported a-turniover of Rs. 13,39,510 crore in the equities segment accounting for 45 
.. percent of tie.total market. 


` NSCCL 


e-National Securities Clearing Corporation. Ltd. (NSCCL),.a wholly-owned subsidiary of NSE, was 

-  tncorzorated in August 1995 and commenced clearing operations in.April 1996. It has been set up 
with a plulosophy to sustain confidence-in clearing and settlement .of securities, promoting and 
main-aining, short and consistent settlement cycles; to provide counter-party risk guarantee, and to 

‘ operate a tight risk containment system. It assumes the counter-party msk af each member and 

_ . «guarantees finencial settlement: It has successfully brought about an upgradation of the clearing and 
. z4 -Settlement procedures and has brought Indian financial markets in line with international markets. 


- 1! NSCCE.carnes cut the cleanng.and settlement of the trades executed in the Equities and Derivatives 
"+7 + segments and operates Subsidiary.General Ledger (SGL) for settlement of trades in government ` 
-, ... ‘securities. It-also undertakes settlement:of transactions’ on other stock exchanges like, the Over the 

» Counter Exchenge of India (OTCE)). . Ta 
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Investors’ Corner 
Technology 

Glossary 

IPO 

Issuers 

Procedures 
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Past Issues through NSE 
SEBI Guidelines 

Gurdelines for NRI Subscribers 
Technology 

FAQ Glossary 

NSCCL 
Statistics 
Services 
Products 
Pame 
Notifications 
Committees 
Technology 
NCFM 
Prospectus 
Training 
Technology 

Debt 

Membership 
Trading System 
Statistics 
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What makes NSE the dynamic and enterprising entity that ıt ıs? The answers lie within the portals of 
this section. About the management, the financials, the new age technology, the members, the 
trading system and much more. All these facts make people realize that NSE 1s more than a mere 
market facilitator. It’s that force which is guiding the industry of the region, towards aew horizons 
and greater opportunities. | 


Initial Public Offerings (IPO) 


A corporate may raise capital in the primary market by way of an initial public offer, ~ights issue or 
private placement. An Initial Public Offer (IPO) is the selling of securities to the public in the primary 
market. It ıs the largest source of funds with long or indefinite maturity for the company. 


ISL 


India Index Services and Products Limited (ISL), a joint venture between NSE and Credit Rating 
Information Services of India Limited (CRISIL), was set up in May 1998 to provide indices and index 
services. It has a consulting and licensing agreement with Standard and Poor’s (S&F), the world’s 
leading provider of investible equity indices, for co-branding equity indices It provides a broad range 
of services, products and professional index services. 


NSDL 


In order to solve the myriad problems associated with trading in physical secunties, NSE joined 
hands with IDBI and UTI to promote dematenalization of securities and set up National Securities 
Depository Limited (NSDL) the first depository in India NSDL, which commencec operations in 
November 1996, has completely removed the risks to investors associated with faxe/bad/ stolen 
paper by maintaining electronic records of ownership and transfer of allotments a: aad some other 
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Nifty Futures 


A futures contract id a forward contract, which is traded on an Exchange The Mational Stock 
Exchange commenced trading in Index Futures on June 12, 2000 The NIFTY futures contracts are ` 
based on the popular market benchmark S&P CNX NIFTY Index. 


- 


‘The security descriptor for the S&P CNX Nifty futures contracts will be’ 


Market type: N 


Instrument type: FUTIDX 
Underlying: NIFTY 
Expiry date: ‘Date of contract expiry 


S&P CNX Nifty futures contracts have a maximum Of three-month trading cycle—zhe near month 
(one), the next month (two) and the far-month (three). A-new contract will be introduced on the 
trading day following the expiry of the near month contract S&P CNX Nifty futures zontracts expire 


‘ on the last Thursday of the expiry month If the last Thursday is a trading holiday, th2 contracts shall 


expire on the previous trading day. 


. Price Bands 


There is no day minimum/maximum price ranges applicable for Futures contract. However, in order 
to prevent erroneous order entry by trading members the operating ranges are kept at + 10 percent. 
In respect of orders which-have come under price freeze, the members would be required to confirm 
to the Exchange that there is no inadvertent error in the order entry and that the order ts genuine. On 
such confirmation the Exchange may approve such order. 
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or last 40 years, tension and confrontations 
have marked the relationship between the 
United States and Cuba. The former US 
President jmmy Carter’s high-profile visit to 
Cuba, that started from May 12 is likely to ease 
cur the strained relations In 1959, America recognized the 
new Cuban Governrnent, headed by Fidel Castro. But 
ELateral relations worsened as the regime impounded US 
properties and moved towards adoption of a one-party 
Marxist-Leninist system. Consequently, the United States 
e3-ablished an embargo on Cuba in October 1960 and 
broke diplomatic relations the following January. 
From November 2001, 
,America began selling 
food to Cuda for the first 
tima since imposing tke trade embargo The United States 
policy towards Cuba is to promote a peaceful transition-to 
a stable, democratic form of government and respect for 
human rights. It is a two-pronged course of action that 
attempts to maintain pressure on the Cuban Government 


for change through the trade embargo while providing `’ 
humanitarian assistance to the Cuban people, and- 


working to aid tre development of civil society in the 
country. © " 

America plans to gradually broaden remittances, 

expand people-to-people contacts, increase direct flights, 





US and Cuba: Friendly Gestures? 
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authorize food sales to independent 
entities, and establish direct mail 
service. Other measures are in 
offing. While humanitarian aid 
continues, concerns on issues like 
human rights, drug trafficking 
and terrorist activities have 
multiplied. Moreover, Cuba 
continues to provide a safe haven 
to fugitives from the US justice system. Jimmy Carter voiced 
his concerns over these sensitive issues to Castro during 
his visit On 15th he requested President-Castro to allow 
UN Human Rights 
Commissioner, Mary 
Robinson to visit Cuba. 
He even urged for democracy in Cuba and called for more 
bilateral trade. 

The visit is more important for Cuba because the 
collapse of Soviet Union spelled economic doom for the 
country. Cuba has witnessed more than a decade of 
growing impoverishment and improving trade relations 
with US may be a promising glimmer of hope. Carter is 
accompanied by a delegation of American business 
people which is exploring investment opportunities and 
trying tc: understand the largely underdeveloped market. 


CSV Ratna 











he Government of India has.at last made-some 
progress: in evolving ‘a business services price 
index Appérently, this index will complement 
the Wholesale Price Commodity Index (WPI, 
which is widely acknow-edged as the ‘true 
indicator for measuring inflation. But is the WPI a true 
indicator of the inflation rates prevailing in the economy? 
The services sector is shunned by WPI when calculating 
the inflation rates and this is the sector that contributes 


over 50 percent to the Gross Domestic Product (GDP).: 


Currently, the WF] only reflects the price movements of 
marrifactured goods, which constitute about 17 percent of 
GDP. Therefore, the need of a separate index for services 
sector arises, as it is a more accurate 
measure of inflation given that it is 
groving at a rate faster than the 
manufacturing gector. As a result, the prices of services are 
growing at a faster rate, which implies that WPI is 
depressed to that extent. 

Bisiness Services Price Index is not a new 
phencmer.on globally. Many developed countries have 
what is called, the Corporate Services Price Index 
(CEPD that reflects the price movements of various 
services offered by the corporates. For example in UK, 
CSI was started-w:-th an-intention to meet the 


increasing demand for information from both within - 


12 @ 


_ the CSPI measures the quarterly 


and-outside government. There 





movement in the prices of 
services. 

The new index supposedly 
mirrors the price movements of 
services such as banking, 
insurance, transportation (air, 
inland waters, railways, sea for 
freight and passengers), postal services and 
communications The Reserve Bank òf India (RBD will 
be responsible in preparing a list of services including 
banking and insurance services that should be used for 

the index. The Central Statistical 


SERVICES [NDE 





A Welcome Move Organization (CSO) is working out 


on the weights to be attached to the 
individual services that would eventually be included 
in arriving at the index. Once the index is ready for use, 
three weekly indices will be used for measuring 
inflation. The WPI, the services price index and a 
composite index recording the overall price movement 
or inflation in the economy. Although it may take some 


. time.for the services index to be ready-:foy ase, it will 


definitely help people to-know about the true status of 
inflation. 


Shashidar Mishra 
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t’s out in the open. The long-drawn tiff between 

Michel Zen-Ruffinen and Sepp Blatter, the General 

Secretary and President respectively of FIFA, 

soccer’s highest international body took an ugly 

turn when 1t led to a verbal brawl at its executive 
committee meeting recently With the President frustrating 
his moves for a change in the world’s apex soccer body, 
Zen-Ruffinen tabled a 21-page dossier holding Blatter 
responsible for alleged accounting irregularities, conflicts 
of interest and corruption. Although the contents were 
supposedly confidential, news hawks soon had copies of 
‘| their own. 


TICKER 


described in an inaccurate manner.” 
According to him, FIFA has misused 
nearly $500 mn ever since Blatter 

took over the rems as President 
Ever since he took over as the 
eighth president of FIFA in 1998, 
Blatter has been courting trouble. 
Same time, last year he was 
embroiled in a controversy of sorts 
over the collapse of ISMM, then the world’s largest sports 
marketing firm and FIFA’s partner in selling the television 
rights for 2002 and 2006 World Cup. 





The bitter row threatens to FIFA: Kicked Around Blatter had played a key role in 


overshadow the opening of the 

World Cup finals in Japan and South Korea next month. 
The World Cup stands next only to the Olympics as the 
world’s largest marketing and media event Eight out of 10 
people around the world are expected to watch the four- 
week mega event with billions of dollars being spent. 
Broadcast rights alone are expected to bring in more than 
$1 bn! 

Zen-Ruffinen has accused Blatter for making 
unauthorized payments to his friends and veiling the fact 
that the organization’s auditors, KPMG, were highly 
critical about its accounting practices. He quotes KPMG as 
saying that among other things “the status of income 1s 


recommending ISMM’s joint bid for 

the rights with Kirch, the German media group that went 
bust last month 

With FIFA’s own financing being dependent on the 
income it receives on staging the World Cup every four 
years, it was forced to issue $420 bn worth of bonds last 
year to tide over a cash crunch till the current World Cup 
The ‘current rift between the two senior personnel causes more 
harm than sheer embarrassment. FIFA’s failure to provide 
the requisite leadership might mar not just the reputation 
of the organization, but spell ruin to soccer as a whole. 

Football lovers! Keep your fingers crossed 


E Kalyan Babu 





hitney Tilson, of Tilson Capital 
Partners, LLC had to rapidly scribble 
17 pages of insights uttered by Charlie 
Munger (the partner of the venerated 
Warren Buffett) which Tilson hadn’t 
heard previously, in the 2002 Annual Meeting of Wesco, 
because no recording devices were allowed at the meeting. 
Starting off with some sage advice on investments, 
Munger relates them to “playing golf’, a game which 
requires a lot of practice to become a skilled player. As one 
doesn’t have all the experience that is required, it is 
important to keep trying to get a little better over time. Then 
one will start making 
investments that are 
virtually certain to have a 
good outcome. The keys 
are discipline, hard work and practice ” Munger mentions 
that he allows a lot of things to pass on He categorizes 
investment options into three baskets: In, out and too 
tough and stresses that a lot of stuff goes into the ‘too 
tough’ basket. The rationale being that they need to have 
special insights. Avenues that are not within the special 
area of competency on which he could focus are simply 
dropped. When you reach for the money, it melts away. It 
was never there. Munger admits that his ability to manage 
things excellently is restricted. His most valuable insight 





Charlie Munger’s Soundbites ™ 


has to be, “I don’t know how 
people cope (trying to figure Px: Bo ee 


everything out).” oh ia T 
y 8 > > . hk, cage ed 
On sitting in another aR ge 


company’s board, Munger iA 
believes that Warren and himself dy LA bared 
have very little influence though rj a M.: 
there’s an occasional exception 
where someone has very high i 
regard for them. “CEOs’ ask for advice when a board has 
expertise, but they generally make their own decisions and 
use their staff. Regularly, the CEO decides what he wants 
to do and the board says 


Finally Munger 
underscores the importance 
of science, “I think scientific literacy is terribly 
important...Habits of the mind formed from science are so 
valuable.” He is amazed at how wrongheaded (the teaching 
is), and thinks there is fatal disconnectedness with 
squirrelly people who don’t see the big picture. And 
similarly feels that companies also get balkanized, the point 
of reference being Arthur-Andersen and Enron. About them 
he observes, “They weren’t all bad people, but their cultures |- 
were dysfunctional. It’s easy to create such a culture, in| ` 
which you have good people but terrible results.” 
Easwar SA 
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Capital Adequacy Norms 


Primary Dealers: War with VaR 


The new guidelines for primary dealers are definitely a step in the right direction. Usage of Value-at-Risk models to set aside 
capital will reduce the risk exposure taken up by primary dealers and lead to the development of an efficient bond market in India. 


he Reserve Bank of india recently 
issued new guidelines to banks and 
primary dealers for making 
adequate provision to cover their 
potental for losses ın ther portfolio of 
government securities in case of an 
ir crease In incerest rates. These guidelines 
are based upon tke Market Risk 
Atrendment to the 3asel Accord on 
Capita! Star dards (January 1996), which 
stressed the reed to set up capital chai ges 
fcr covering the mar=ct risk of banks’ 
open positons in traced debt, forex as 
well as equity. This zdditional capital 
charge 1s aver and above the capital sct 
aside for credit risk 
The RBI guidelines decree that the 
capital caarge for Prmary Dealers (PEs) 


be basec on Value-at Fisk tVaR) of their . 
portfolios. VaR is the indicator of the - 
. - ieximum loss that a portfolio can suffer- 


within a given time horizon at a 
. pre-specified confidence level. According 
tc the.regulaaon, each PD is required to 
. provide or capital to tre tune of 3.3 mes 
: the 60-day average of the 99 percent VaR 
over a 30-day horizon, as. measured by 
. models developed internally. RBI’s move 
152 progressive deviation from the pastas 
the regulator specified the exact valuation 
-as well as risk measurement norms for 
the market as a whole tor the first time 

The essence of internal rating models 
is that market partictoants must 
uncerstand and manege their risks on 
ther own rather than looking for help 
from the regulators. With additional 
cap-tal being set aside, market players will 
have a cushion to fall back on in case of 
sudden adverse changes in market prices 
end thereby making the financial system 
" mere stable. . 

However, there are some issues of 
ccncern regarding trese regulations. 


Be7Dre discussing these issues, tt I8. 


essential to understand the trade-offs that 


are involved in imp_ementing these - 


. rezulations. The level cf capital charge is 
_tyzically determined by the tme horizon 


over which the VaR of the portfolio is 
measured and the multiplication factor 
given by the regulator. Therefore, the 
longer the tıme horizon and the 
multiplication factor, higher would be the 
capital charge 

According to the Market Risk 
Amendment to the Basel Accord “an 
instantaneous price shock equivalent toa 
10-day movement ın prices is to be used, 
i.e, the minimum holding period will be 
10 trading days” for calculating VaR. As 
against this, RBI has prescrioed that the 
VaR be measured over a 30-day horizon. 
PDs feel that a longer holding period is 
unwarranted and only serves to reduce 
their capital available for :nvestment. 
However, that 1s not true. 

According to SL Chhatre, CEO, Fixed 
Income ‘Money Market and Derivatives 
Association of India (FIMMDA), “The 
time horizon or the holding period for 
VaR computation ıs indicative of the ime 
required to liquidate a position in any 
given market.” Considering the nature of 


Alliquid bond market ın India.and the 


inadequacy of instruments that can be 
used for hedging, it will require a greater 
amount of time to liquidate a risky 
position and hence reduce the capital 
required to be maintained on it. That is 
the primary reason for the greater time 
horizon prescribed by RBI. “Secondly, 
VaR of a portfolho ıs not directly 
proportional to the time horizon. It 
specifically depends on the nature of 30 


- day returns vis-a-vis one day returns. If 


there is no auto-correlation in the daily 
return senes (an assumption that does 
not necessarily hold true), then the VaR 


-will be directly proportional to the square 


root of the tme honzon,” adds Chhatre. 

Then there 1s a second dimension. In 
India, PDs are responsible for market 
making and yet they do not have the 
pleasure of using hedging instruments. 
Market participants fear that if RBI 
imposes excessively conservative capital 
charges to cover for the interest rate risk 
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of their portfolios, they mught be forced 
to take up more risky investments from 
their remaining free capital to arrive at an 
acceptable level of return on ther total 
capital if they want to stay ın business. 
Irrational risk taking 1s preasely what 
the new rules want to.curb. In the absence 
of any specific capital charges, PDs might 
be tempted to take. up riskier investments 


>to improve their returns However, as 


per the new rules market participants can 
take up nsky positions only if backed by 
enough capital. “PDs will be unable to - 
take up more risky investments if they do 
not have the capital to support ıt. In fact, 
there will be incentives for increasing 
return while minimizing the capital 
required for risk,” states Chhatre. 
Although PDs will see their returns 
coming down m the short-term, the new 
rules are definitely in the night direction. 
In the long run, the adoption of proper 
risk management practices will definitely 
enable PDs to improve their returns, as 
there will be a natural incentive to reduce 
costs. All in all, a welcome move from RBI 
aimed at improving risk management at 
Pnmary Dealers. m , 


E Kalyan Babu, Team Anals 
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High AMDItIONS, — nest course in a select 


School or College in India or 

High Hopes e abroad... Well, no more should 

it remain a distant dream for 

you. SBH Educational Loan 

Turn them true with DBH can ‘help an -actualize your 
-aspiralions. A,scheme 
introduced specially. for 

oeie like you - the smart 

ones with the mettle to get top 

grades. IL is the finest means to 


finance your education. 


“SCHEME HIGHLIGHTS ` 


Loan amount upto : Rs. 4 lats 
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Loan amount upto: Rs. 7.50 lacs 





(For studies in 
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Loan amount upto: Rs. 15 lacs 
(For studies 
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SPOTLIGHT 


GE 


In the line of fire 


GH’s greatest strengi hs—its ab-lity to deliver double-digit earnings growth consistently, expanding through acquisitions and its 
managemen t—have suddenly turned inta its weaknesses. In the weke of investor disenchantment with corporate glory, as an 
aftermath of Enron & 2/., GE hzs landed at the center of the squall. 


ven the world’s most admired 

company 1s no: spared of criicsmn 

Bill Gross, one of the Anarnal 
community s respezied personélites, 
recently attacked Genezal Electric (GE! for 
its heavy reliance or short-term cett or 
commercial paper -which stcod at 
$103 bn). Gross, a bond-fund manager at 
weorle’s biggest bond fund. Facizıc 
Investment Management Company 
(PIMCQ), announcec Mat ke wculd czzse 
buying the commeccial paper of CE, 
Decause its large exposure to short-term 
debt made it vulnerable to huge -zisk 
during each refinananz. He allegec it was 
a double whammy because 1t used cLeap 
saort-term loans tò make lcng-t2rm 
acquisitions. He accuses GE of inlating 


The growth at GE’s star performer, GE 


Power Systems, has reduced as natural - 


gas and electriaty prices have fallen due 
to fears of an energy surplus. Thus amid 
this slowdown, GE Capi-al has emerged 
the star. It typically accounts for 40 
percent of GE’s earnings. 

The six percent growth rate of rest of 
GE ıs puny against GE Capital’s 22 
percent growth rate over the past 15 
years. Last year, SE Capital’s 
contribution to GE’s revenues hit 50 
percent. If GE Capital’s share of total 
earnings goes beyond 50 percent, 
investors may value GE more like a bank 
stock because like banks, it has relahvely 
low margins and high debt. The problem, 
however, is that banks asually trade at 


earnings PE T about half the P/E of 
acquisitior:s and cheap debt industriel stocks. So, a 
rather than thrcugh Short-term debt is ‘bigger G2 Capital could 
panie proh less expensive than | have negative 
Gross argues thai GE 1s implications on GE’s 
ervoying a criple-A bond long-term debt, but multiple. 
rating even though its GE has both short- 
cutstar.ding commercial toa Ecauy a reliance and long-cycle businesses 
Faperis thre2 tunes thesize | øp if ean expose the | under its fold. Some of 
cf its bank loans when them do well while others 


rozmally the two shculd be 
equal. Credit analysis 
Eoutique Cimme Credit 
and rating agency Moody’s 
Investors Services echo similar ccncerns 
thet bank lines for GE’s finance arm. GE 
Capital, back-up less thar. a tard cf its 
comme-=cial paper. 


GE Capital: The star! 
Much of ir-vestor sancern abcut GE 
centers on CE Capital, the fastest g-ow-ng 
cf GE’s 12 businesses. More imvortaacly, 
commercial paper accounts for atout 42 
percent of GE Capital's debt. Agreed that 
short-term debt is iess expensive Fan 
lang-term debt, kut too muca Df a 
cevendenze on it car. expose the frir toa 
sudden credit crunct. 

GE Cap:tal’s grcwth has become all 
t.e more prominent! with the declire in 
tr.e perforrrance of GE Power Srstems. 
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firm to a sudden - 
credit crunch 





feel the slump. In a 
comparison, Vivendi, the 
French conglomerate 
having interests ranging 


“from commodities to media, 1s facing flak 


for leaning too heavily on its 
entertainment arm. Its other businesses 
weren’t able to bail the media interests. 
The “portfolio effect” dicn’t seem to have 
worked there. Like GE, it was criticized 
for its short-term debt. But, seemingly, 
GE 1s better managed than that troubled 
giant. Vivendi’s troubles were largety due 
to its over-depencence on its 
entertainment arm. GE too seems to be 
relying a lot on GE Capital which may be 
a cause for concern. Can this over- 
dependence on GE Carital prove costly 
for GE? Or for that matter, could banking 
on a single business be harmful? Jeffrey 
Bronchick, CFA and Chief Investment 
Officer at Reed, Conner & Birdwell says, 
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“No. GE Capital is a great business, the 
question is why do they get a higher 


multiple than financial- 
companies.” 

Richard J] Wayman, CFA and 
President of www.researchstock.com, an 
independent equity research firm, 
believes, “If GE Capital suffers from 
the recession and there 1s not a pick-up 
in another unit, then yes it will havea 
dampening effect on growth. But in 
this scenario, all finance companies will 
suffer and GE’s diversification may 
make ıt more attractive ın the eyes of 
investors.” 

GE Capital has been criticized for its 
opaque finances and little-understood 
acquisition record. It has its hand in an 
array of businesses—25 in all—including 
Thai auto leasing, global airplane leasing 
and one of the largest private-label credit 
card businesses in the world. And it 
doesn’t break the performance of its 
businesses individually, but does so by 
sector. Though GE 1s known for its 
accounting compliances and is well 
regarded in the accounting circles for its 
financial statements, critics allege that GE 
Capital usually does not provide detailed 
information about an acquired firm’s 
finances, the fate of their workers and the 
overall terms of the deals. 


other 
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Managed earnings? 
“We manage business, not earnings.” 

-Jack Welch 
Ironically, GE, the harbinger of predictable 
growth, 1s under scrutiny for its 
predictability. In its consistent earnings 
for about 101 quarters, GE always had a loss 
in one division compensated by a gain in 
another. Take the case of the $1.3 bn gain 
in 2000 when UBS AG (Union Bank of 
Switzerland) bought Paine Webber, in 
which GE had a large stake. This gain for 
GE was more than offset by one-trme 
charges The company routinely uses 
restructuring charges and one-time gains 
and losses to smooth out its earnings. 
Cnitics point out that it 1s very difficult to 
trace these restructuring charges and 
one-time gains within GE’s financial 
filings. And because GE has excluded 
restructuring from its segment results 
since 1998, finding the effects of these one- 
time charges on GE’s businesses becomes 
very difficult Such complexities have led 
to investors’ and analysts’ demand for 
more disclosures. GE’s consistency in 
double-digit earnings and almost yearly 
- one-time charges has fueled the 
allegations of earnings management. 

Critics are also scrutinizing GE’s 
pension plan, which is over-funded to 
almost 75 percent, largely a result of the 
now dead, bull market. GE has mostly 
used them to cushion its bottom line 
when it could have distributed those 
gains to retirees. Little surprise then that 
pension 1s called GE’s 13th business. 

GE may not be alone in such practices 
but the accounting debacles at Enron and 
Tyco have increasingly made mnvestors 
skeptical. GE, being a revered company, 
is the first and foremost target. Investors 
are demanding more information about 
GE’s complex finances. And its remarkably 
consistent earnings, which once 
commanded a lot of respect, are now 
being questioned. 

Wayman is of the opinion that GE’s 
growth rate, as well as growth at other 
large companies, will slowdown due to 
the recession. Investors must realize that 
the double-digit growth rate posted in the 
late 1990s was not normal. 1995-2001 was 
a period of hyper-growth that occurred as a 
result of several factors, such as mncreased 
interest in the stock market by 
individuals, excitement and optimism 
about the Internet, and a period of stable 
to declining prices. GE may still 
outperform other stocks because of its 
structure, even though that growth may 
be three to four percent. 


Size: How does it matter? 
“Size is an advantage, not an impediment.” 
-Jeffery Immelt. 
GE today is five times its size when Welch 
took over and its earnings growth has 
actually accelerated in recent years. To 
maintain these high levels of growth, ıt 
requires acquisitions, the bigger the better. 
Merrill Lynch has estimated that four 
percentage points of GE’s 9.9 percent 
annual growth between 1985 and 2000 
was a result of acquisitions, The pending 
acquisition of Heller Financial, at about 
$5.3 bn, suggests that GE might well be 
heading that way because this deal is GE’s 
second largest. But bigger deals have 
their own problems. The bigger the deal, 
greater the regulatory scrutiny, especially 
from unpredictable quarters like European 
Union in Honeywell's case. Big deals 
become more risky given GE’s size, as 
there are very few companies that are 
able to meet GE’s performance criteria 
and make a significant contribution to 1ts 
bottom line. 

The bigger GE gets, the less likely its 
individual businesses are to outperform 
the market. A 15 percent earnings growth 
rate is not sustainable. At some point the 
sheer size of the company makes a premium 
growth rate impossible. Bronchick 
believes that “The acquisifion-led growth 
strategy is unsustainable but not 
inherently stupid. The gross mismatch 
between the company’s strategic goal 
and strategic reality is the rule of large 
numbers which forces GE to do larger 
and larger deals which have higher and 
higher degrees of risk.” 

Wayman says, “As a conglomerate, 


the strategy is to achieve diversification’ 


via being the number one or two player 
in each sector. Over the long haul, the 
“portfolio effect” should provide a 
steadier growth rate than being a single 
industry company. In addition, GE is way 
too big to have even tried to attempt to 
grow by acquisitions only.” 

Conglomerates don’t work, 


but GE does 

GE’s fans always believed that GE is an 
exception. While they voice their 
skeptcism over all other conglomerates, 
they laud GE. On one hand, GE’s 
admirers believe that the world’s largest 
company, measured by market value, isa 
unique example of strong earnings even 
in a languishing economy. On the other 
hand, critics see GE as a complicated 
industrial conglomerate that doesn’t fully 


disclose the sources of its ever-improving. 


GE/S&P cumulative dividend growth 
since 1996 
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earnings (15 percent). Nor 1s ıt transparent 
about its accounting methods it uses to 
produce the results. 

Ih response to criticism, GE Capital 
recently made a $11 bn bond offering. It 
plans to sel] about $25 bn of long-term notes 
and bonds ın the second quarter to reduce 
its reliance on short-term debt. GE plans to 
rebalance its portfolio with a little less 
reliance on commercial paper. Steps are also 
underway to increase bank line coverage. 

Wayman thinks, “GE’s strategy was 
to take advantage of declining interest 
rates and the yield curve by increasing 
short-term debt relative to long-term 
debt during the last year or two. If they 
needed funds, they issued cheap 
commercial paper rather than using 
long-term debt.” This funding strategy is 
valid temporarily when interest rates are 
falling and the debt market allows sucha 
strategy. But when GE realized that 
interest rates would probably increase in 
the latter half of 2002, GE started to lock in 
at the current low rates by taking on long- 
term debt and repay the short-term notes. 

He adds, “Funding long-term assets 
with short-term debt is not a good idea ın 
a rising interest rate environment, look at 
what happened to the US Savings and 
Loan industry in the 1980s. GE’s switch 
was a timely strategy and a logical one.” 

The illustrious GE is under fire from 
investors and analysts and it seems to be 
warding allegations by taking some 
prompt achons. Whatever may be the 
outcome of this duel, one thing 1s sure— 
the days of privileged access to funding 
for GE are over. = 


Related Article: 


GE The winning strategies, Analyst, January 2002, 
Reprint # 1-2002-01-10 


CSV Ratna, Tean Analyst 
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BUSINESS: ENVIRONMENT 


EXIM Policy 2002-07 


- Implementation is the key 
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While the policy is des.gned to tap India’s export potential, a lot depends on how the policy is going to be implemented. 


ith the dismantling o7 50-year- 
old impor: restrictions, Indie 
joined the -andwagon bf free 


world trace. It opened up a mar<et wozth 
€25 bn under an Exoort-Import (EXIM. 
policy. A full-fledged effort seems to be 
under way to make exports ar effectve 
engine for growth for the Indiar. 
economy. The Goverment has d2zadec. 
to lift all Quantitahve Restrichons (ORs: 
cn exports, improve mnsentives for Specia. 
Economic Zones (SEZs) and scher es lke 
Duty Entitlement Passbook (EPB) 


< advance hcense,:and Export Promotor. 


‘Capital Goods (EPCG) in the new 

f_ve-year.EXIM: Policy 2002-07. Fer more 

iaformatior: on ORs, refer our 2arlier 

' articles of QR Phasecut-—New Vistas anc. 

- Competition vs. Prozection in ¢nalys: 
- May 2001). 

- Basically, the reraoval of export ORs. 


giving extra facil.tes to SEZs anc. 


- Eoosting agricultura. exports Fave beer. 
the mainstay of the policy. With the lifting 


multi-sectoral. It 
takes care of more 
than 80 percent of 
the population 
living in rural areas 
by focusing on the 
agricultural sector, 


cottage and 
handicrafts and + kyot 
small-scale sectors.” 


Targeting an eight percent GDP 
growth, the Commerce Minister says that 
the policy took “radical steps” in line with 
medium-term export strategy to fulfill 
the mission to capture one percent of the 


global share of trade by 2007, up from the » 
‘ present level of 0.67 percent. In real terms 


this growth projection will mean 
doubling the present exports of $46 bn.to 
more than $80 bn over the Tenth Plan, 
requiring a compounded growth rate in 
exports of:11.9 percent. Maran says India 
lagged behind China ın the export of 
. items like toys mainly-because they were 
reserved in India for the Small Scale 
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. implemented. In fact ıt was almost five 


decades ago when India actually had 
more than one percent of trade share in 
the global pie. Unfortunately, despite 
emulating the Chinese success stories of 
SEZs, India’s.inconsistent policies that 
tend to shy away from reality has 
resulted in the shrinking of the share in 
global trade. A close scrutiny would reveal 
-that most of the lost ground has been 
captured by our neighbors, like China and 
the South-East Asian countries. —- 
Cnitics say that India’s global trade has 
been shrinking in the last few months and 


cf ORs, the dolicy has made a Danadigm 
shift on its focus from impor:.. Industries (SSI) sector and so he had no 
Lberalization to export orienteticn The . choice but to de-reserve them under the 


_. there 1s not much hope of its revival in the 
-near future. India’s exports on the other 
- hand have been disastrously falling. It is 


- 


apex business chambers have welcomed 
tae EXIM policy and they.say that the 


. Qreahor. of SEZs would increase tke flow. 


cf foreign ir vestmert 

The most encouraging -aspect of the 
EXIM policy is 1ts-foct:s in.raising -ndia’s 
export competitiveness. Given the 


..-licreasing global.competition and the 


recognihon zhat international traces an 
` effective instrument 37 economic growth, 
- employment generation and, <herefcre, 
-poverty alleviation, India has tc build 
upon its existing strengths, zreate 
conditions for removing weaknesses, 
‘find ways and means to compete in the 
wake of the changire rules of the game 
and offer conditions conducive t> meet 
-tae challenges. The rew EXIM policy has 


- »~-gymed to address all these issues in a 


structirec. end como-ehensive manrer. 


Tae- Union Miniszer of Commerce; 


.Murasoli Maran; clarms that ihe EXIM 
Policy :s “‘compreher.sive in scope and 
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EXIM policy. 
But exporters. say the state 
“governments could set the plans tack af 


they fail to.disburse credit and take-other . 


measures to promote agricultural 
„exports: “The policy has laid emphasis on 

. providing infrastructure for agro-exports 
-and empowered states with more funds. 
- Now the ball 1s-1n the court of the state 
governments,” said Vijay Kalantri, 

- president of All-India Association of 
Industries. Agricultural experts have 
warned that removal of protection could 

- hurt local producers of meat, fish, dairy 
products, spices, liquor, coffee-and tea in 
the food category especially because 
-many of these items are subsidized ın the 
west. 
India’s scrapping: of most export 

- hurdles is a step in the nght direction, but 
the Government’s ambitious plan to 
snatch a one percent share in global trade 
by 2007 will depend on how the policy is 


only a few weeks ago that the 
Government reduced its target of exports 
from 12 percent to 3 percent. The actual _ 
rmance in the first nine months of | 
2001-02 has been just 0 64 percent. Most 
- of India’s sops have concentrated on the 
services, especially the IT sector. Itis time 
to shift this fecus on to agro-processed 
industries,;,which was mentioned as a 
- major viable export earner only in the last 
budget. 

‘What 1s now ‘needed is a close 
monitoring of export growth and 
effective implementation. The rapid 
growth of exports achieved by China and 
South-East Asian countries has 
demonstrated that given the right polices 


~ vand freedom from interference, we can 


‘ensure a sustained: quantum growth in 
‘exports. m o 


N Janardhan Rao, Teas Analyst 
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COVER STORY 


A Tale of Two States 





Two states—Bihar and Andhra Pradesh—one with a rich history and another, which is making 
one. The contrast becomes all the more palpable given the fact that Andhra Pradesh, for long an 
indistinguishable expanse on the map of India, is emerging as a contender for all that means 
progression. Bihar, on the other hand, with a repository of natural resources, continues to flounder 
earning negative encomiums. The creation of Jharkhand that has truncated Bihar has deteriorated 
` the economy further. With meager natural resources and hardly any industries, there is little prospect 
for further progress. Gloom and despair is omnipresent. By contrast, Andhra Pradesh has paved 
its way to progress, trying to overcome all bottlenecks. - 


e 19 


CHARTERED FINANCIAL ANALYST è June 2002 


l ‘“ndhra Pradesh (AP) and Bthar 
present the two faces of modern 
India; while cne is progressive, 
using information technology to chart its 
destinv, the other is econommica- -ly 
beckward and struggling. 
Both the states have startec their 
journey from a more-or-less s_mular 
sccio-econcmic corcition. Over tme, 
however, they kave traveled in 
s.enificantly differemt directions. While 
' A* has made subs-antial progress in 
- terms of econom:c growth and 
development that hes manifested in the 
' form of increased purchasing power, 
specifically in the lastfive yzars, Bikar has 
lagged far behind. In “act, its pathet:c state 
of affairs make it the Joorest staæ despite 


iis advantages from natural rescurces. 


What has been detrimental to the 


‘+ development or ozherwise of. these 


states? What are the factors tha~ have 
- pæn responsible to bring about growth 

:n one state and those that have played 
havoc and reared eccnomic and social 
uzgradation in the other? 

Brhar’s journey detas back to the early 

yeers of: the 20th century when the 
province was sepérated fram West 
Bengal end establishec as a State ir. 1913. 
In fact, at that point cf time, Biher was 
beter placed than AF. It rad immense 
advantages ın terms of natural resources 
such as hvge minerél deposits’ (most of 
which ere now a part of Jharkf and), 
‘exremely fertilesoils. end ample reinfall. 

Ir. spite of these resomrces, the state 1s in 
shambles economicaly and the general 
-sozial and political indicators only 
reirforce the mage of the poorest sate in 
- the country. It is still struggling with 
high fertility rates, ow literacy rates; 
cesce-ridden power politics and utter 
lawlessness. Today the image of Binar as 
Susail Kumar Sinha, ex-Secretavy z the 
Gavernar cf Bihar explains “...nowadays 
recognized throughout the wor.d ‘or its 
ugly face, ludicrous mentalty and 
deplorable deeds, rape, murder, 
. pilerage, fraud, bribe,szams, child-Lftng, 
kadnapping for ransom manufacture ar.d 
trarsport of unauthonzed arms, sale of 
skulls and bones, ...”, the list goes cn. 


State Government Receipts: AP vs, Eihar 
Dap MA Boar R (Rs i cere), 
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Pramod, Manager, Sahara TV, Patna, 


says that media hype is largely 
responsible for thus bad image. He alleges 


that this hype is largely unjustified and 


incidents such as riots occur everywhere 


in the country. Howevez, this is not the - 


dominant opinion. Many feel that the 
state is actually in a ver¥ poor condition 
and attribute a number of reasons for 
this. Ajay Kumar. Editor of 


www.bihartimes.com sums up the causes | 


for Bihar’s backwardness ltkewise, “Lack 


. of political will for development, bad -- 


governance, lack of basic infrastructure, 
very high dependence on agriculture, 


population growth rate being one of the 


highest in the country; Feople are cagey 
and try to hold on to whatever they have 


. and society is highly fragmented on caste 


lines.” All these factors contributed their 
bit to the deterioration of the state, which 
was aggravated by the lack of political 


-will to improve affairs. 


AP was formed through the 
combination of Hyderabad and Andhra 
region in November 195& Since inception 
the state was never an ottstanding name 


- or attracted attention till he last decade. It 


was one of those states, which was not 
remarkable for anything till the 
liberalization process began. However, 
since then its growth process has changed 
greatly. Today AP is much talked and 
written about for its IT-driven strategies, 
e-governance, mobilization of funds, 


-people-oriented programs such as 


DWCRA, mid-day meal schemes etc., 
among others. 


Some symbolic representations of ~ 


AP’s economic development are visible 


‘in the capital. aty of Hyderabad. People 


residing here would ruminate that the 
city has undergone a sea caange in the last 
five years. There are nor2 opportunities, 
better ‘facilities, better access to 
information, so on and so forth. Kyle 
Eischen from the Center for Global, 
International and Regional Studies and 
Department of Sociology, University of 
California, Santa Cruz, who had 
conducted extensive reseerch about AP 1s 
of the opinion that, “AP has a 
combination of strong IT industry, 
facilitating government, extensive 


‘international networks and innovative 


local initiatives. ....it 1s both the 
combination and quality of these factors 
that distinguishes AP frcom-many states 
within and outside India.” 


Liberalization and after 


Indeed liberalization bf the Indian 
economy has-opened up new vistas for 


“It is because of wrong 
policies that the divide 
between Bihar and Andhra 
Pradesh is so visible now.” 


MV Sastry, Convener, 
Center for World Solidarity, 
NGO based at Hyderabad 
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each state by allowing them to pursue 
their own growth strategy, negotiate for 
debt from institutions such as World 


'Bank, initiate schemes that would 


encourage foreign direct investment etc, 
This relative freedom of state 
governments to chart their own growth 
path has been at the root of the major 
regional disparities that we see in Indian 
states today. While some states such as 
Maharashtra, Gujarat and AP have 
utilized the opportunity to put 


‘themselves on a growth mode some. 


others such as Bihar have not really 
benefitted from.this move. The New 
Economic Policy ‘since 1991 has actually 
worked against Bihar bringing in more 
challenges than’ opportunities. Being a 
poor state even at that point of time, Bihar 
was not prepared for a market-driven 
growth. 

AP, on the other hand, has gained 
from heightened awareness at the 
political level as well as amongst the 
people at large with regard to economic 
development. Jaya Prakash Narayan, 
Co-ordinator, Lok Satta, points out that 
this change in the attitude 1s a great leap 
from the past. He observes that earlier 
the obsession of the state and the media 


' was ‘political power’ alone, whereas now 


there is a conscious attempt to improve 
the economic lot of the state. The 
Government’s ‘focus today is to attract 
businesses, educational institutions, best 
human talents etc., into the state. The 
persuasive skills of the Government are 
clearly visible in the fact that the Indian 
School of Business, which was initially 


“proposed to be set up in Bangalore or 


Mumba1, was finally established in 
Hyderabad. There is no dearth of 
promotional activities undertaken by the 
Government; from shopping malls to 
various industrial exhibitions to cement 
its place in the minds of prospective, 
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investors. In fact, the prestigious Asian 
Games (Athletics) 2002 1s taking place in a 


newly constructed stadium in 
Hyderabad. 
Private participation 


The growth of AP has been led by state 
initiatives as well as participation of the 
private sector In all spheres of activity, 
the partiapation of private entrepreneurs 
is high. In fact, many facilities and 
amenities in education, health etc., are in 
— the hands of private entrepreneurs. Their 
presence is so prominent that without 
their role the sector itself would be 
jeopardized. The role of the state ıs limited 
to being the facilitator and a regulator, 
something akin to an incubator for 
budding private industries. Development 


for Cellular and Molecular Biology, 
Defense Research Labs, Indian Institute 
for Chemical Technology, so on and so 
forth. Facilities for higher education in the 
state are also widespread and accessible 
to various sections of the society.” 

It would not be surprising.to find that 
even in villages 1tis normal to have at least 
one highly-qualified member of the 
family who has settled abroad. The 
number of colleges has gone up 
considerably in the last four to five years. 
This move, some fear might dilute the 
quality. At the school level, however, 
private players lead the education system. 
State-run schools are not preferred by 

-students and parents for various reasons 
such as lack of teachers and infrastructure. 

Health facilities are a determunant of 


expenditure of the state has gone up from the quality and the productivity of human 


Rs. 6331 8 crore in 1994-95 to Rs. 16047.1 
crore by 2001-02, an increase of 153 
percent in a short span of five years. 
Education and health facilities among 
others account for most of the 
development expenditure by the state 
MC Das, a Management Consultant 
and an academician also believes that the 


- vision of the ruling parties and the 


attitude of the people of the state are 
primarily responsible for the progress of 
AP. The AP Government’s efforts 
brought about considerable 
improvement ın the infrastructure of the 
state. Basic amenities such as water, 
power supply, transportation etc., have 
all been improved to better cater to the 
needs of the people. The development of 
communication facilities in the state 1s a 
remarkable feature. 

Education facilities in, the state are 
widespread. There are a number of 


~ preshgious educational and research 


institutions in the state. They stretch from 
state sponsored educational institutions 
such as Regional Engineering College in 
Warangal to the recently established, 
internahonally reputed Indian School of 
Business. The list of research institutions is 
also noteworthy beginning with Center 


State Government Expenditure 
AP vs. Bihar 
{Rs in crore) 


g 
1894 95 1995-96 t996 97 1987-08 1996 99 1999-00 200001 2001-02 


Oar 
Source CMIE 


BE Behar 





resource. In AP, however, there is a 
peculiar pattern. There is a boom in 
private health establishments and 
medical facilities all over the state. While 
the capital city of Hyderabad is dubbed as 
the medical capital of India, private 
entrepreneurs provide most of the 
facilities. The public health amenites are 
repressive because of the quality of the 
treatment. A look at the government 
hospital such as the Osmania General 
Hospital in the heart of the aty is enough 
to deter most of the middle and upper 
class people from using its facilites. They 
are forced to seek private medical care. 
However, the poor with their financial 
constraints bear the wretched medical 
services of the government hospitals and 
are often destined to death. The private 
medica! care facilities pose a different 
problem altogether. The prices are 
exorbitant but the general complaint is 
that most such hospitals recommend a 
number of unnecessary tests and 
examinations, which consume 
considerable tme and money before any 


medication is actually started. In villages, - 


the situation is worse. The public health 
centers are not sufficient to meet the 
needs of the population and in many 
centers doctors are generally not 


available. They are busy running ther . 


own private practices. - 

The condition of transportation in AP 
is far better than many states. 
Interconnectivity to the different districts 
in the state is high both by road and raul. 
The APSRTC (AP State Road Transport 
Corporation) uses a mix of its own and 
hired vehicles to service various routes in 
the states. The mobility. of productive 
population within the state is also high. 
People do not find it a problem to live in 


"Rise of iconostic leaders such as 
Laloo is because of democratic 
empowerment and not economic 
empowerment. So they don’t have 
economic vision for development. 

They don’t subscribe to the 
euro-centric model of development.” 

Dr Shatbal Gupta, Member-Secretary, 


Asian Development Research Institute, 
Patna 










one place and work in another. Well- 
established cities like Visakhapatnam, 
Vijayawada, Warangal etc., form the 
regional hubs within the state and cater to 
the needs of the population in the 


surrounding villages Private 
entrepreneurs provide communication 
services such as telephones, cellular 
services etc. 


Government initiatives 

After liberalization one might argue that 
the state should be left to the invisible 
hand of the market forces. But to reap 
benefits to the maximum, this invisible 
hand of the markets should be guided by 
the visible arm-of the state opines Dr Arif 
Waqıf, Professor and Dean, School of 
Management Studies, University of 
Hyderabad. The AP Government has 
consciously embarked on an IT-driven 
growth model. Many reputed companies 
such as Satyam, Infotech Enterprises and 
Visual Soft are based at Hyderabad. 
Wipro and now Infosys, have also 
established branches ın the city, Hi-Tech 
City, a sprawling establishment, which 
houses the likes of Oracle and Microsoft is 
located in Hyderabad. The number of IT 


_ businesses in the Hi-Tech City alone is 28. 


While software ‘development is a 
considerably high-end job, there are 
many employment-generating activites 
in the lower end of.the value chain. They 
include call centers, medical transcription, 
data processing units etc. Big business 
names such as GE and DE Shaw are the 
companies that have established shop in 
these sectors-in the state. Such businesses 
absorb thousands of graduates who are 
produced in the state every year. In fact, 
they have become alternative employers 
to many, given the steady decline in 
government recruitment. 

AP is making a leap. from a rural 
economy to an tnformation-driven 
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model and is missing industralization 
a' together. Today even in villages people 
a2 Well aware of the programs of the 
Government. Muc of the inte-act:on 
between the Government and public nas 


bean shifted to she r.ternet. E-Seva, the . 


gcovernment’s ininative to shift 
governance from z brick and mortar 
business to a virtual business 1s prcving to 
be popular. The entry and use of Internet 
has brought abou- a high cegree of 
transparency in the business of 
governance. Impressrv2 initiatives include 
a catly -eport to the Caief Minister about 


te state af affars or various offices and: 


programs. Videoconferencing w-th the 
CAlectors and other dszict level autnori-ies 
kas become a normal affair in the state 
row. Authorities are held answerable to 
tacir actions in front of peers and others 
Ih 2sser.ce. there is sorie conscious. effort 
cn the part cf the Government tc 
imorove the quaity of affairs ur. tle state 
agrees Jaya Prakash Narayan. 
Compared to many other Indian 
sates and even the process of Gcvemnment 
formation at the certer, the democratic 


process in the state is much smcother. . 


Flactions at all levels of Governmert from 
' the state, municipal to village Pancnayats 
a72 a reguiar affair. Ecoth capturmg and 
2.ectora’ vio_-ence do have a preser ce kut 
within tolerable hmits Factionelisn and 
caste-based politics is also comparatively 
less in AP. There are two major parties 
azrass the state but there is little difference 
ir: ther idecicgies. Both have high ampiticns 
Zor economic develaoment of the state. 
Ur. Waqf also believes that the opposition 
party in the state is nctjust obsessed with 
palling down the ru ing party buz does 
acxnowledge growth initiatives by the 
state. While that is d=finitely a pa-t and 
parcel of the game, the opposifionin AP 
has been: largely suppcrtive of the -uling 
party in its ventures. Dr Wacif 
emvhas:zes that an active and healthy 
opposition acts as a prccess of checks and 
ba_ances for the party ın power. 


Bihar: A Pandora’s box 


Taere is an intricately woven web bf 
irter-related problems in Bina-, the 


Gross Fiscal Defict AP vs. Bihzr 
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presence of which goes back to the pre- 
independence days. The fertile soil of the 
state and the abundant water resources of 
the state attracted the attention of the 
British and they plundered the state of 


most of its resources for decades - 


together. This particular issue, many 
experts from Bihar contend, has not been 
the situation with the southern states 
about which the Britishers were hardly 
interested. In addition, Bihar has been a 
flood prone area MV Sastry, 
Centre for World Solidar:ty, an NGO 
based at Hyderabad, comments, “Bihar is 
a highly flood prone area. Unless this 1s 
always kept in mind, whatis happening in 
Bihar cannot be fully understood About 
16 5 percent of the flood prone area of the 
country is located ın this szate and 22.1 
percent of the flood affected population 
of the country reside in Bihar.” AP’s 
coastal region was also prone to floods. 
But, flood control measures implemented 


-with vigor have considerably reduced the 


devastating effect of floocs and other 
natural calamities, which has not been the 
case with Bihar. 

Dr. Ramji Sahai, Head of the 
Economics Department, Bhagalpur 
University, Bihar, observes that another 
signuficant factor is the allocation of plan 
expenditure for Bihar, which he claims 
was not as much as 1t was for other states 


including AP.-Right from the- first five-- 


year plan till the sixth five year plan there 
1s a great differential in the per capita plan 
outlay and per capital central assistance 
rendered to AP and Bihar. 

Shaibal Gupta, Member-Secretary, 
Asian Development Research Institute 


C{ADRD, Patna, brings out an interesting 
‘fact about the attitude of Bihar toward 


national budget and their reactions 
towards the state budget. He observes 


‘that while CII and FICCI were putting 


forth their best case forward with well 
researched documents and. chief 
ministers such as Chandrababu Naidu 
(AP), Prakash Singh Badal (Punjab) and 
Naveen Patnatk (Orissa) put all their 
political might for the best interest of their 
respective states, for the average Bihari 
politcians, natonal concern predominated, 
rather than the interest of tne state. He 
points out that they never analyzed ‘the 
national budget from Bihar’s point of 
view. Announcement of new trains 
facilitated ferrying of cheap laborers from 
the state, subsidizing ‘green’ and 
‘industrial revolution’ elsewhere. This 
indifference was not limited to the 
national budget but remains with the 
state’s budget-making process. 


Convener; 


“People and Government of Andhra 
Pradesh are talking and striving for 
economic development. That is a 


good change and though we are not 
doing as much as we should there 
is some initiative, some action that 
is being taken and that should be 

appreciated.” 


Jaya Prakash Narayan, 
Co-ordinator, Lok Satta 


Many members of both the 
intelligentsia and general public do not 
know much about the financial state of 
affairs. In Bihar, the assets have increased 
only at 13 percent while liabilities have 
increased at the rate of 20 percent. The 
deficit 1s hovering around 7-8 percent. 
The worst fact about the state’s finances is 
that 89 percent of expenditure is 
dedicated to administration and interest 
payments. The debt burden of the state 1s 
at Rs. 35, 000 crore as of 2000-01, which is 
35 percent of the GDP of the state. For 
instance, out of a total budget of Rs. 18,503 
crore in 1999-2000, an amount of Rs. 3,519 
crore was spent on repayment of loans. 
and, interests, (19,6 percent). Interest 

















. payments.alone accounted for Rs. 2,825 


crore (15.3 percent). Beginning with 2000, 
the expenditure of the state has been on 
the decline as well as its revenue. 

In Bihar, the state budget has long 
ceased to be a charter for tackling 
economic problems. There is dearth of 
any active equity.culture or investment in 
the state. The establishment of a stock 
exchange too did not do much to 
internalize ‘developmental culture’ 1n the 
state. The lack of ‘developmental literacy’ 
as Gupta points out led to the acceptance 
of the ‘freight equalization’ policy. After 
1950s, freight equalization was 
introduced which spelled doom not only 
to Bihar but also to Bengal. Freight 
equalization meant that whatever goods 
(steel, coal, cement etc.) were transported 
from Bihar, the transport price will 
remain unchanged. This policy was 
primarily aimed at subsidizing Indian 
industrialization. In the process, 
transportation became a costly affair in 
Bihar. With this policy, industries for 
which Bihar should have been the natural 
home have shifted elsewhere. This was 
not introduced for other areas in the 


country. 
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Gupta claims that “there has been a 
deliberate policy of the national 
government to deprive and to 
economucally disenfranchise Bihar 
through national policy instruments ” 
Bihar’s intelligentsia reasons that with a 
shift in the political focal point from 
Eastern India to Western India, the 
national policies reflected the interests of 
Western India. 


Industrial growth, not quite 


The rich mineral deposits in the state 
attracted many an industrialist to set up 
shop there. During the 1960s, the rate of 
industrial growth in Bihar was on par 
with that of India at five percent. But that 
early momentum did not sustain 
throughout. By the 1980s, India’s 
industnal growth was picking up at the 
rate of eight percent while that of Bihar 
was ona decelerating trend This decline 
was at the root of the subsequent 
economic deterioration in the state. Large 
industnes in Bihar kept up with the 
growth in industrialization at the national 
level since their products were marketed 
across the nation. However, small 
industries in the state did not develop 
because they were dependent on the 
slowly growing local economy. 

There are certain structural problems 
that have caused this scenario in Bihar. 
Firstly the poor state of infrastructure, 
particularly weak power availability. 
Another constraint to industnal growth 
has been the absence of home market, 
which 1s crucial. The state, with its 
traditional agriculture did not have 
adequate supply of capital. The per capita 
agricultural income of the rural population 
is much below the national average. 

The socio-economic situation of the 
state only went from bad to worse after 
liberalization. The causes are many. 
Gupta points out that an important cause 
for the lack of economic development in 
the state has been the sub-nationalism 
issue. His research reveals that while 
people in most Indian states have a strong 
feeling of being an Indian and then that of 
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belonging to their particular state, ın Bihar 
there is no such positive feeling. In most 
cases, it 1s limited to belonging to a 
particular caste. This feeling is much more 
than what they feel for the state thus 
limiting their vision for development to 
their own caste Most educated and able 
people from Bihar seek opportunites 
elsewhere. This brain drain has further 
contributed to the deterioration of Bihar. 


‘Cast(e)’ing an effect 

One problem that has had an all- 
pervading adverse impact on the state of 
Bihar, 1s the ‘caste’ feeling. Caste is a 
widespread phenomenon across India 
but the magnitude of its impact 1s very 
high in Bihar when compared to other 
parts of the country. Coupled with crime 
and petty politics caste has become a 
lethal weapon for the development of 
Bihar. Observes Ajay Kumar, “Casteism, 
crime and politics have virtually proved a 
major deterrent to the process of 
development in the state. The spurt in 
crime, particularly abduction of 
businessmen and subsequent collection 
of heavy ransom from them, forced 
many of them to leave this state. In some 
areas, businessmen pay a tax to the local 
dons for carrying on their businesses.” 

Even to this day incidents of violent 
attacks and counter attacks in the name of 
caste are a normal phenomenon in Bihar. 
There are a number of historical reasons 
for this. The abolition of the Zamindari 
system has not had any positive impact 
on the fate of the landless and the Dalits in 
the state. ‘The Green Revolution’ and the 
subsidies given by the state has reaped 
benefits only for the landlords and the 
land reform yielded gains for the upper 
class tenants. 

In villages, the upper caste people 
generally control most of the land and the 
land reforms could not do much to 
decrease this concentration. Wherever 
there has been some equitable 
distribution to the lower caste people, 
statistics indicate that landlords use tactics 
to ensure that the land is returned to the 
landlord. It is alleged that Ranvir Sena, a 
private army of the landlords and such 
other forces burn the crop after a harvest. 
This would leave the poor and marginal 
farmers with no other option but to 
borrow money when the time to sow the 
seeds comes by. In a desperate position, 
they are forced to mortgage their land 
and other properties to the landlords, 
who are rich and incidentally belong to 
the upper caste. Once land is mortgaged, 


the chances of the owner retaining 





control over it are almost none. This 
further adds up to the poor economic 
status of the lower caste people. Farmers, 
who once owned acres of land, have become 
landless today owing to the wheels of 
oppression and severe casteism 

It would not be an exaggeration to say 
that these caste differences are also at the 
root of the violence perpetuated in the 
state. It is the army of one caste fighting 
with another; generally one of the partes 
Is an upper caste while the other belongs 
toa lower caste. The pent up frustration ın 
most of these classes comes out in violent 
outbursts against each other. Thus has led 
to an absolute lack of law and order ın the 
state. 

One of the main reasons that 1s 
attributed to the utter lawlessness that is 
rampant in Bihar has been the ineffiaency 
of its police force. The effectiveness of the 
state’s police force has been on the decline 
for some time now. PC Biswas, Retd. 
senior officer in Indian Railways, points 
out that the menace of landmines 
targeted at police vehicles is so high that 
people do not dare to travel anywhere in 
the vicinity of these vehicles on the road. 
Some years ago, people would have 
followed the police vehicle considering ıt 
an assurance of safety. 

Another thought-provoking factor 1s 
the minimum educational qualification 
for constables. In Bihar, the mintmum 
qualification required for a constable is at 
present only Standard VII reduced from 
the erstwhile requirement of metric. This 
has attracted a lot of flak from the media 
and the Government has been rebuked 
by Patna High Court. Constables are the 
ones who are directly involved at the 
point of crime and a less educated person 
gets swayed away by the caste effect 
which makes the objectivity of police and 
law enforcing agencies meaningless. 
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Do | A Visitor’s Account a n 
Researching for the cover story on the comparative economic analysis between the states of Andhra Pradesh (AP) 
end Bihar brought me to the Howrah Station, well ahead of time. From here, I'was scheduled to board the Danapur 
Express (departure time: 9:05 p.m.) for Patna, the capital of Bihar. The platform was a typical one: Noisy and over- 
crowded with sevezzl Igng queues, each consisting of more than 300 passengers. They, I understood, were supposed to 
occupy the general compartmeats ofthe train, where no seat reservation is required. There were hardly four general _ 
compartments, two adjacent to the engine and two at the end ofthe train... : 
I had a second-cless reservation end anticipated that, at least I will be escaping the pressure of this surging humanity. 
However, shortly _ater, I was proved wrong.-People who. could not accommodate themselves in the general 
compartments, entered the rese-ved compartments. Even the vendors who found it difficult to place their wares in the 
- | general compartments; boarded tke reserved compartments. Flustered, I asked one of them as to why they were 
crowding the reserved ‘compartments, when they have-been allotted separate vendor compartments. The answer was, 
“In what way are ve harminz you? Go and mind your own business, We will put all these things in the aisle between 
the two bathroom: and not on your seat. Do you understand thar?” I asked, “Then how do we go to the bathroom?” 
He answered, “You jast boarded the train. Why do you need to go to the bathroom, now?” It was futile to argue any more. 
I was allotted as.de lowe- berth. However, it-was fully occupied. Neither was there any place to sit nor was’l left 
ith any space co ke2p my luggage beneath the seat. Others had already occupied the space. Here it was more on a ‘first 
come first serve’ basis and not dn the basis of reservation. When the train started, I soon understood that a reserved 
compartment in a train headed zowards Bihar is no better than the general compartments. As the train chugged along, 
F ruminated on the train journeys, which I often undertake from the twin cities-of Hyderabad and Secunderabad. The 
orderlitiess which went into zhe act of boarding a train, easily finding the allotted berth and then settling down for the 
journey ahead seemed to-be z natural progression of events. The rights of other co-passengers were not to be tampered: 
with unlike the fate to which I was subjected to now. : p 
It was late in tke night whea I was finally allowed to sleep, as people gradually started detraining. The Traveling — 
‘Ticket Examiner (TTE)-never eppeared when the train was overcrowded. But at midnight he appeared, not with the 
incention of checking tickets brt to explore the opportunities of allotting empty berths to potential candidates, in lieu 
of exorbitant charges. This money will not go to the Railway department but into their capacious pockets.. 
Early morning at around 3:30 a.m., I again found the compartment crowded and was squeezed in by three students. 
Their intention. wes to.wake me up so. os they could sit comfortably. But I pretended to sleep and ignored them. 
Listening to their >onvérsation, I understood that most of them were intermediate students. Every day they travel 
-+ around 5) to 60 kms by train to’attend classes. This.explains the state of the education system in Bihar. ; . 
!  The'train merc_fally reached Patna on right time; i.e., 8:20 a.m. I had a friend at Patna, Prabudha Biswas, who is 
working there as a ‘ournalis: in Hindustan Times. I had contacted him earlier and informed him about my visit. In . 
Patna-station, I started hunting for a telephone booth. found one but again there was a long queue. I was supposed to 
call my friend, and inform him abcut my arrival. Waiting for some time and not getting.a chance, I went to the main 
_ road in search of a Eooth. I found one and dialed his number. Urfortunately, a recorded message came through, “All 
_ | Enes are busy, kincly call after some time.” I called again. Only to hear another message which said, “The number you 
i have dialed is temperarily disconnected due to non-payment of bill.” I was surprised. Just one day ago when I called 
from Kolkata, zhe Ime was clear. . i 
However, I walsed towards the bus stand. I.had to go to Rajendranagar. To my utter surprise, there was not a single 
state-owned bus in the stand Eowever, there were a few private buses, all of which were destined to the outskirts of 
the city, with very limited buses providing service within the Patna city. The condition of the buses was pathetic; there 
were no seats and -zhe metallic- rames of the seats were flimsy; the floor and the sides of the bus were splattered red, 
wth the remains ct betel leaves; and there were no windows altogether. Even.the condition of the bus stand, which 
was actually a small Seld, was dismal. ‘There was a garbage dump next to the stand-and the whole area was covered with 
‘a pungent smell. Ard.this was -he.main bus stand in the city, adjacent to the railway. station. with all its importance. 
nce again the dssimilarity between the two states struck me. Looking back, I believe I took the transport 
department of AP icr ane | There the interstate and interdistrict connectivity. was admirable and passengers actually 
had a choice of buss to undertake theirjourney based on the price: Metro liners which ply. within the city were costlier 
but faster compared to the regular cizy buses. Interstate buses could be classified as AC or non-AC with even sleeper 
berths available on.some.routes | . l ` 
"L. -Skaking of the zlaom, I toos.an auto.rickshaw.and asked the'driver.to take me to. Rajendranagar. Autos ply: with 
neither.any. fixed caarge-nor dc they. have.any meters.-He asked me Rs. 50. As I never went there before, I thought it 
~ . +-betternot to barga:r. with him: After reaching my. friend’s residence, I complained that his phone was not working and 
‘| that-I had-to hun: for:his ‘house. My ‘friend: outrightly denied this and immediately proved that the phone was 
runctioning! Later, when I-asked him about the-transportation situation in Patna, he said that previously there were 
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state buses covering Patna, rest of Bihar and connecting other states as well. Gradually as private players were allowed 
to operate, they damaged all the state buses to increase the profit margins. 

After taking some rest I went out to visit the market along with my friend. I met Rajesh Singh Akali, a renowned 
merchant of cosmetic and imitation goods. After introducing myself I asked him about the business environment in 
Patna city. He started with the riot that broke out in 1984 after the assassination of Indira Gandhi. More than 75 

ercent of the Punjabis and Marwaris left Patna and settled in fais of Maharashtra, Gujarat and Bengal. This not only 
had an impact on the investment scenario in Bihar but also atfected the aggregate consumption expenditure of Bihar. 
Punjabis are known for their high propensity to spend. According to Rajesh, oe spend 60 percent of what they earn, 
save 20 percent and donate the rest. 

Other businessmen of Patna opined that the Ramjanmabhumi-Babri Masjid issue that created a communal riot 
deteriorated the situation even further, Relatives of the Chief Minister, allegedly plundered shops and commercial 
places, created terror, alienating the existing business community from Bihar. This also had an adverse impact on the 
small entrepreneurs and investors. The plundering of shops, according to the businesses at Patna, takes a new dimension 
before the votes. Guided by the ruling party, the plunderers (locally called Rangdars) loot the shops for blankets and 
clothes, to distribute among the poor and easily ey their ‘Godfathers’. According to the people in Patna, the 
politicians create the Rangdars, for their political and physical protection. Once their purpose is served they a the 
power of these plunderers, as well. Even the CM’s rie he comes to the jewelry shops and selects jewelry worth lakhs 
of rupees without bothering to pay a penny. Rakesh Jain, a jewelry and cosmetics merchant says, “Tension is omni- 
present.” He adds, “I work hard the whole day to earn money and if I have to sacrifice a considerable amount from that 
to the Rangdars, how do I survive?” 

The situation of schools and colleges is even more precarious. There are several schools and colleges, which though 
reported in papers, are practically non-existent. In most cases, teachers are recruited on the basis of caste, muscle power, 
and bribery. A scenario that is in great contrast to the one prevailing in AP. Schools and colleges offering different career 
courses abound in the state. Educational facilities are widespread in the cities and the villages equally. However, the 
private establishments score more heavily compared to the government-based institutions. 

In Bihar, the government job vacancies have decreased drastically, and to get a government job is akin to a miracle. 
No industries have emerged in decades and the existing companies are in shambles. Rural Bihar presents a gloomier 
outlook. With the land ceiling being implemented to some extent the landlords (locally known as Boumihars) lost lot of 
their land. The landlord class created the Ranvir Sena to fight for their lost land that ba been redistributed among the 
poorer sections, The frequent incidents of ey of innocent Dalits and member of their families by the Ranvir Sena 
are only to capture the lost power of the Bhumuhars. This is again a never-ending battle in Bihar. Says Mukesh Yadav, 
of Dira village, 10 kms from Bhagalpur town, “Only the brutal killings of innocent people appear as news headlines in 
newspapers, but seldom do the outside world come to know about how the Ranvir Sena sae matured crops or starts 
a fire in a paddy field.” After the harvests, they spend the whole money earned either to repay the past borrowings or to 
meet some essential requirements. And again they borrow for the next season to buy seeds and fertilizers leading to a 
never-ending debt-trap. 

Though I had an appointment with a person in Bhagalpur, a town approximately 200 kms from Patna, he was busy 
in some other meeting. Since I had the time, I entered a cinema halt close to the station to watch a Hindi movie. 
Entering the hall, I PR why the entertainment industry could never take-off in Bihar. The walls and the floors 
of the cinema hall were splattered in dirty hues of red; remnants of betel juice and other chewables like Gutka. 
However, as I had ET the ticket and wanted to watch the movie, I occupied my seat. A well-dressed person 
cook the seat next to me. Expecting this person to be different from the usual crowd, I was disappointed, as this person 
also went on a spitting spree! Insects making a feast of my feet compounded the dank atmosphere and I had to exit the 
cinema hall midway. Coming out, I again contacted the concerned person, but he was still not available. By then it was 
evening. Electricity went off the streets, which were relatively empty. The power returned around 8 p.m. But what an 
irony it was! The voltage was so low that I could not even see myself! To get a voltage of 60 watt, one has to use a lamp 
of 200 watt. On enquiring, I realized that this was ine Sara and it was a daily affair. 

Next morning I went back to Patna. In the evening I had to catch my train to Howrah. A senior ex-government 
official had written something for me regarding the misery of Bihar. However, he wanted to give me only the 

hotocopy and not the original. It was already evening by then and my train was scheduled to depart at 8:45 p.m. I was 
antically hunting for a photocopying shop where I could get photocopies of his write-up. Being a heart patient, the 
senior government official could not rush along with me. In the meantime, the power went off as usual leading to a total 
chaos. Ultimately after hunting for about 40 minutes I located a shop and got the material photocopied. (In most other 
states, STD booths and photocopying shops are ubiquitous in their presence!) Then I rushed to my friend’s place, had 
food and somehow made it to the train. The train scenario was alike. I did not get an opportunity to sleep the whole 

night and neither did the TTE visit our compartment. 
- Debasis Mallik 
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Wooing Wealth 


Radhea Fades 


Subsidy of up to 15 percent of ee 
investment fcr new smell and ancillary 


industries. 


Additional subsidy of 10 percen:, ip to Fs. 1 mn, for 


purchasing energy conservation equipment. 


Sales-tax deferment and exernptiori for finished 


goods. 


Power subsidy cf 18 ape per uxt for units with 
capital investmenr of up t> Rs 7.5 mn. 


Power subsidy cf 15 paise pe: uxt for units with 
investment of between Rs. 7.5 mr and Rs. 150 
mn. 


Subsidy of up to Rs. C.01 rn fcr modernization 
and productivitr improvement by SSI units. 


Specia. facilities ar Scheduled Uaste/Scheduled 
Tribe and techaically-qualried eatrepreneurs 


on priority Easis. 


Feasibility study subsidy of up ~c one percent of 
fixed capital, or up to Rs. 9.C2 mn of SSI units. 


Investment subsidy 20 percent of capital cost subject to a 
maximum of Rs, 2 mn for industries to be set up in Area I and 
15 percent of capital cost up to Rs. 1.5 mn in Area II and M. 


Additional investment subsidy @ 5 percent of fixed capital cost 
up to Rs. 0.5 mn by AP Industrial Infrastructure Corporation 
(APIIC), at its under-occupied industrial estates. 


Investment subsidy 20 percent of fixed capital cost subject to a 
maximum of Rs. 2 mn for capttve power plants up to 1,500 


KVA. 


25 percent rebate on power bills for three years, upto Rs. 5 mn 
(large-and medium-scale) and Rs. 3 mn for small-scale industry. 


Sales tax exemption, of 100 percent of fixed capital, or Rs. 3.5 
mn, whichever is less for tiny and small-scale sector for a period 
of five years, 


Sales tax deferment, equal to 135 percent of fixed capital 
investment over a period of 14 years or seven years sales tax 
exemption. 


Special incentives for new small-scale units set up by Scheduled 
Caste/Scheduled Tribe entrepreneurs (25 percent of capital 
cost or Rs. 2 mn in Area I, 20 percent of capital cost or 
Rs. 2 mn in Area H and M) 


The total credit i.e., Term Loan and Working Capital 
components 1s eligible for reimbursement of i interest subsidy @ 
six percent for a period of five years up to a maximum of Rs. 0.1 


r Free 
Vis 





mn per year for Areas I, II and II. 


re-shipment storage and low tariffs for units in 


patnam EXIM Park. 


For the purpose of incentives, Aachra Pradesh has been grouped into three areas which are as under:- 


Srisak 1am, Anantapur 


Area H 


- 
~ 


Area Ill : Vis 


and Adilabad districts. 


Nalgonda, Mahabubragar, Warangal, Kammam, Medak, Karimnagar, Nizamabad, Kurnool, Cuddapah, 
Chittoor, Nellore, Vizianagaram and Prakasam districts. 


apatnam (except Visakhapatnam Municipal Corpn. Limits), East Godavari, West Godavari, 


Krshra (except Via}awada Municipal Corpn. Limits) districts, Guntur, Ranga Reddy and Hyderabad 
(excep. Hyderabad M cnicipal Corpn. Limits) districts. 


Source Juaian Investment Conse 


L:the wonder then thet crime in Bikar 13 
on v one step short cf outright looting 
and plundering in broed daylight 


Missing ‘Governance’ 

The role cf the stet2 in acriesing 
eccnomic developrnen: is conspicious 37 
its absence in Bihar The leaders af the 
state are obsessed with safeguarding 
thar power and making quick mney 
rater than atcending ‘c the protlerns of 
the state: Thev are more cor cerned (and 
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scared nowadays) about who 1s going to 
be caught when and for what scam and 
are busy devising clever schemes to avoid 
detention by the court of law. 

At the level of municipalities and 
Panchayats the situation is even worse. 
Bihar has never really come into the fold 
of these local self-governing bodies. 
Panchayat elections were held in 2001 
after a gap of.21 years. Patna Muniapal 
Corporation (PMC) polls were conducted 
after a gap of 18 years. 





Not one but all the facets of the state 
are in a poor shape. Dr. Buddhadeb 
Ghosh, Professor, Humanities and Social 
Science, IIT Kharagpur, makes an 
interesting observation, “Beyond the 
immediate short run, education 1s the - 
most important tool at the hand of 
civilized people to help evolve the society 
in a desired direction ” He further 
comments that ın Brhar “hke all other 
sectors, education 1s also one of the most 
corrupted areas ... continuous flight of 
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intelligent (and visionary) people because 
of short-run chaos and corruption has 
always eroded any possibility for future 
hope. Even a cursory look at state-level 
statistics would make this clear.” As of 
now, there are 37,366 primary schools and 
7,764 middle schools in Bihar, resulting 
into a middle to primary school ratio of 
1:4 as against the national ratio of 1:2 

Education ın Bihar 1s a big farce. JM 
Prasad, ex-Inspector General of Police of 
Bihar avers, “There 1s no identification in 
examination halls. Anybody can answer 
the paper and the answers were read out 
in the loud speakers.” He goes on to 
observe that, “Now a district judge 1s to 
supervise and some discipline has been 
restored. High Court is right now 
intervening 1n executive actions of the 
state such as asking for the cleaning of 
drains etc. Things to be done by executive 
easily are being forced by the High Court. 
Because the executive 1s not able to 
discharge its duties the judiciary is 
intervening.” 

Commenting on the education 
system RN Chowdhary, Ex-Vice- 
Principal, Ranchi Polytechnic College, 
bluntly observes that there is no future 
for the polytechnic.mstitute. He further 
supports this argument as he mentions 
that no funds are sanctioned for updating 
laboratories, libraries and courses are not 
job-oriented but so outdated that no 
company comes forward to recruit the 
students. JN Chowdhary, an employee 
of Ranchi University reinforces this image 
as he mentions that there has not been 
any increment in 10-15 years. In fact 
salaries are irregular by three to four 
months. 


Transport travails 


The transportation in the state 1s ina 
rather bad and unusable shape. One of 
the reasons for the bad state of affairs in 
the inter-state and inter-city road 
transport in Bihar is indiscriminate 
privatization. Today virtually there is no 
public transport that connects regions 
within the state or within the aty. Medical 
facilities and health care too are in 
shambles. 

Bihar’s problems only get 
complicated by the separation of 
Jharkhand, which took away most of the 
industrial establishments with it. Now 
Bihar has been left bereft of the industrial 
giants established dunng the good old 
days of public sector industries. The 
present scenario in Bihar has made it an 
unattractive destination, 1f not a 
nightmare, for investors from outside 


Bihar thus further minimizing its chances 
of becoming an industrial center. The lack 
of minimum security to the property has 
been a real de-motivating factor for the 
enterprising spirit in Bihar. The 
experiences of businessmen in Bihar are 
no short of a horror story. There 1s very 
little security for the businessmen and 
employment generating activities. The 
law and order situation is so bad that 
people generally do not venture out of 
their homes after 6’O clock in the 
evening. 


Corruption everywhere 

Add to the above the problem of 
corruption. Though this is a major 
problem throughout India, Bihar has paid 
a heavy toll for it. Gupta says that there 
are two schools of corruption—the 
Indonesia school and the Philippines 
school. As per the first school, money 
extracted through corrupt practices 1s 
invested in the same place whereas in the 
second school money 1s extorted from 
one place and invested in another thus 
ensuring a flight of investment capital 
from the state ttself. 

In Bihar, the Philippines school of 
corruption is dominant. This kills the spirit 
of the competent and in the long run hasa 
detrimental effect on the state’s welfare. 
The numerous scams that have come to 
light in Bihar such as Fodder scam ete., 
prove beyond doubt that corruption is a 
part of the administrative machinery in 
the state. 

While AP is not free from this, its 
model 1s different. In AP, the Indonesia 
school of corruption is dominant. Thus 
though money changes hands at the 
individual level it does not leave the state 
So in some way or the other itis the state 
that is ultimately benefitted, though in a 
unjust manner. Most of the money 
appropriated through this route is again 
channelized into different sectors for 
further investment. This again places AP 
in an improved platform compared to Bihar. 


The other side of AP 


The state of affairs in Bihar is depressing 
but that of ‘AP 1s not as rosy as the state 
would want us to believe. Power tariffs in 
AP are one of the highest in the world. 
The state faces an immense debt burden. 
A keen look at the revenue and 
expenditure figures of AP brings out 
clearly that the Government’s revenue 
expenditure 1s much more than its 
income. This has led to the increase in the 
total debt undertaken by the 
Government. Funding from institutions 


“The-case of Bihar must be made 
a common issue at the India level 
_ by all like-minded people: 
irrespective of caste, creed, 


religion, politics and statehood,” 


` Dr. Buddbadeh Ghosh, Professor, 
` Humanities & Social Science, 
IT, Kharagpur. 





such as World Bank 1s very high. Between 
1995-96 and 2000-01 fiscal deficit went up 
from 3.06 percent to 5.41 percent of the 
GSDP (Gross Domestic Product of the 
State). During the same period public 
debt increased from 18.96 percent of 
GSDP to 26.09 percent. Interest payments 
are to the tune of Rs. 5066.8 crore in 2001- 
02 There has been a constant rise in 
Government expenditure, fiscal deficit 
etc., since 2000. One reason that is 
attributed for this raise ın the public debt 
is the Fifth Pay Commission 
recommendations, which have 
increased the expenditure of all the Indian 
states. When inquired if this high debt 
burden would be a hindrance to the 
future growth of the state, MC Das was 
optmustc that, “When the debt is for an 
investment and that investment yields 
income, ıt wouldn’t be a burden either to 
the state or to the individual. The 
investments made, with the borrowed 
funds, on roads, communication, power- 
generation etc, will yield good results in 
the long run.” 

Economic development is not as 
widespread as it ıs expected to be in AP. 
While some areas are prospering fast, 
some others are still lagging behind. Jaya 
Prakash Narayan alleges that nothing has 
been done to improve the coastal areas, 
which are the engines of growth. The 
coastal parts of AP and the most fertile 
sous in the state have not really witnessed 
any devclopmental measures from the 
state. In the Telengana region, the 
problem of naxalites is still reigning 
strong. In areas such as Warangal and 
Karimnagar, where the naxals have a 
stronghold, people do not venture'out of 
their houses after 8 or 9 p m. Ifa red flag is 
planted in a field itis an indication that the 
naxalites have taken that land. Brutal 
killings of polithaians as well as innocent 
people continue in these regions. The 
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y : Advantage Bihar? ` 


, vary. But.ane.persistent response is thaz - 
- the center should.come forward to help. 


‘ mistakes and failures; but j- 


efforts of the Government to telk and: 


rel-abilitaze naxalites are yet to meet with 


. mech success. 


3xperts feel that AP’s IT-dr ven 


eéccnomic mocel might rot be sustairable : 


in the long rur.. Most of the jcbs presently 
undertaken are az fair-y low end and 
-un_ess there is a shift to value acded 
prcducts sustaining this zrowth wou.d be 
dificult. Dr. Waqit too emphasizes that 
there has to be a change towards value 
add products as well as increased 


emphasis on:developinz hardware and . 


otter prcducts rather than dour.g pack 


end servicing, 


- Many people cuestion the thrust on 
the 1T-driver. economy model that is 
presently the state’s- halmark. Eisihen 
rigitly weighs the bros: and-cons, “...1ts 
important te point out that while thare’s 
no guarantee that AP. will be fully 
successful in its new dev2lopment path, ii 
is az least attempting to find the righ: 
sol-rtons. ` 

He further points out, “ erei is no 
packaged solution vet or well-established 
development model. “IT zor develcpment” 


or “Information economues” are really 
berag defined in the moment. ... A? is one 
region trying to work owa . 


sclution. There will be 





_ Education of the = 


‘national level. A similar solution is 


suggested by Sinha who firmly believes 


_ that the condition of Bihar needs special - 


status from the Center for the sake-of its 
development and there should be 
relaxation in the rules and regulations so 
that concealed wealth is unearthed. Some 
others argue that the Center should be 
pressurized to accord preferential 


, treatment to Bihar for its historical legacy 


of backwardness. All these arguments 
though seemingly logical at the first sight 
do not offer a permanent solution. For 
one how. long will the Center continue to 


. pump funds into the state? The Center is 


in no position where it car. pump in 
millions of rupees to up-ift states 
backward: or otherwise. Another 
important thing is that such support 
would act as an incentive for the state to 
remain weak and in fact encourage other 
states to drift into a state of economic 
backwardness. Though this might give 
some respite to the state it is not the right 
solution in the long run. 

Some others such as Prasad squarely 
tlame ıt on the political leadership of the 
state, Rajagopalachary, in tus diary-in 


- 1934, written in jail says, “Many years 


after independence, a day 
might come in-India when - 
‘corruption will be galore. 


the benefits wil also come. “masses of Bikar would - Churchill’s comment that 


sacner.’ I care e Se 

- The qual:ty of Ze of the. 
“cemmon-mar. in åP has 
imtroved on -certain 
` grounds ~ and 
deteriorated on‘others. For 


instance, the poclution™|- „the social oeur of 


levels ın Hyderabad are 
‘one of the-highest-in the | 
world. The ceath of cotton 


-> farmers remains a scat on the state's 


JImage, However, there 1s genera” 
` agreement among the intelligentsia anc. 
cammon’ man that the Government has 


. become’ more respcnsive to- the 


prodlems cf- the state.than it was z 
decade ago. Dr. Wagif further teliaves 
that AP-Government is cn the pata to the 
. Singapore zovernmer.t’s attitad2 ož 
„treading citizens.as custamers. 


Is there any hope-for-Bihar?. Answers 


ie the state-Some such-as Ghosh; ‘do not sce 


vany light forthe state unless, the case o: 
Bihar ‘is made a common- issue at the 
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': > go a long way in 
- bringing about the 


has ~: : necessary changes in Z 







India is being given in the 
hands of men of straw 
sounded far-fetched -at 
that point of tme but now 
cit 1s true that men of straw 
have come to assume 
power.” The political 
leadership of the state 
| especially under the reign 
of Laloo Prasad Yadav and 


his wife has driven it to nowhere. Gupta 


avers, “It is ironic that a man with such a 
limited vision, without any achievement 


to his credit should continue to control the © 


cestiny of the state-unchallenged.” The . 
‘fact remains that. leadership is an 
important factor in the success or 
otherwise of any.venture and this 1s true 


in the case of the state also. The AP CM; ` 
and his style of working of bringing 
- about transparency in the governance of = 


" the state has woir applause from one and ` 
all. In facthis leadership is most often cited 
as one’ of-the main’ motivators: for 
investing in the state.“He is considered’ — 
adept at performing hus diities as the chief 
munister of the state. 


strong’ political- 
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Education 1s one key area that is an 
absolute necessity to grow out of this 


‘circle of economic disparity. Education of 


the masses of Bihar would go a long way 
in bringing about the necessary changes 
in the social.structure of the state by 
improving the understanding: and 
awareness of the people at large. 
Commenting upon curbing lawlessness, 
Prasad is of the opinion that the loot and | 
dacoity in Bihar can be controlled if 
officers such as the influential KPS Gill and 
JF Ribero take charge of the state. He 1s 
optimistic that Gill’s experience of 
curbing violence ‘in Punjab could be 
replicated in Bihar too. 

Transparency in the financial affairs of 
the state 1s another area where many 
suggest improvement. Gupta suggests 
transparency in the financial affairs of the 
state. People would not mind paying 
taxes provided the system delivers on the 
promises. Rather than a tax less budget to 
give a false sense of well-being and 
security, a budget that imposes taxes ` 
coupled with a government that uses the- 


- taxeS to improve the state would be a 


better option. He further comments that 
with its abundant water resources, fertile 
soil and quality human resources, Bihar, 
could be brought back as a‘force to 
reckon with. © 

Given the fact that Bihar’ is ~' 
"predominantly agrarian, an economic 
policy that would bring-about structural 


- reforms in agriculture, which creates 


both investible surplus and market for 
local industries by.increasing the ' 
purchasing power of people should be 
formulated. At the same time 
improvement in the overall budgetary 
position along with optimal deployment 
of the same for improving the industrial 
infrastructure 1s a necessity to put the 
state on a growth track. 

' The vastness of India makes it almost 
“impossible for all the various states to ` 
grow at a simular pace or using a similar 
model.. But the agony with regard to © 
Bihar is that a state that was once better ` 
than its counterparts has fallen behind 
. since 1971. Its problems can be minimized 
‘1f not eliminated only with the help of a 
will - and: social 
enlightenment. m 


. DG. Prasuna, Debasis.Mallik and l 
; Te Rajesh Kumar-Singh, Tesem Analysis 
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Indian Insurance Sector 


Yet to evolve 


* 


FINANCIAL SERVICES . 


The Indian insurance sector is witnessing a slow and steady change. Though the sector is yet to come out of the Government 
control completely, the new entrants are hopeful of competing head-on with the state-owned monopolies and create a niche for 


themselves. 


a” 


he Indian insurance industry which 

until now was a controlled sector, 

with only two players for the last 
four and half decades, has suddenly 
turned itself into a battleground. Though 
the sector remained in the strong clutches 
of the government enterprises, the 
growth has been slow. The industry 1s. 
characterized by a number of players, 
both domestic and international, 
competing for the huge untapped 
market. Indian insurance is ranked 51 in 
the world with a low insurance 
penetration of 1.95 percent and less than 5 
percent being spent on insurance out of 
the available 22 percent savings. This low 
penetration and huge growth potental 
has already attracted many multinatonal 
insurance giants like Allianz, Royal 
Insurance, etc. 
Big market 
Today global insurance companies see 
only two countries having a great market 
potential. Incidentally both the countries, 
China and India, have a high population 
and relatively high savings rates. Though 
the savings rate hovers around 25 percent 






in India, less than 5 percent business they were 
sbeingepentonmenrance: [ ost ofthe private | SE n'a 
spite of the high savings |- _ ae ae ith a population. o 
rate, owning to poor reach | . insurers are highly. more than one billion, the 
and consumer awareness, acted Indian market is no doubt 
the insurance sector has attra by the large one of the biggest 
not grown that fast as middie class population) markets in the world. 
anticipated. In spite of the | = -a e ` | Though the sector has 
fact that there are two |» of 200-300. million | been opened for private- 
government enterprises | ‘who are becoming | participation just a year 
taking care of life and Rsg tse o aog ago, it has already 
general insurance, their |>- increasingly. «a| witnessed a. severe 


contribution to the gross 
domestic product is less 
than three percent. This 
only indicates the extent of growth 
potential of this sector in India. Despite 
the monopolistic control over the market 
by Life Insurance Corporation (LIC) and 
General Insurance Corporation (GIC) 
and its four subsidiaries, market 
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penetration has remained low especially - 


in non-life insurance business. : 

However, the life insurance business 
has witnessed considerable growth 
because of the increasing customer 
awareness and better marketing 
strategies by LIC. In the last two decades, 
the number of nuclear families both m 
urban and rural areas has gone up, 
leading to increased need for life 
coverage for the breadwinner and this 
has resulted in a moderate growth of 
business. However, low consumer 
awareness still prevails ın the non-life 
segment. Non-life business today can be 
attributed to the statutory requirements 
being laid down by the Government. For 
example, motor vehicle insurance is 
compulsory at the time of registration of 
the vehicle. But most of the owners do not 
renew. it whenever it.expires unless the 
vehicle is being used for commercial 
purposes. Perhaps the monopolistic 
status of the insurers is one major reason 
for low penetration in this segment. In the 
absence of competition, the government 
entities did not bother about developing 
the market and were content with the 










competition among the 
players. With the opening 
up of insurance sector, 
there are presently around’ 12 life 
insurance and 10 general insurance 
companies operating in India with more 
players expected to come in. Most of the 
private insurers venturing into the sector 





' are highly attracted by the large middle 





class population’ of 200-300 million who 
are becoming increasingly sophisticated 
and are demanding new products and 
SETVICES. l 

Referring to the untapped potential 


of the market, B Anand, CEO, 
Bimaonline.com says, “India being a 
country of one billion people with low 
insurance penetration of 1.95 percent has 
a vast potential to be tapped. And the fact 
that only five percent of the total 22 
percent savings being done through 
insurance sector, confirms that the 
industry will continue to grow rapidly for 
some more years.” This statement only 
confirms the belief of many new players 
in the industry. Added to this, India’s 
insurance penetration level 1s around 1.95 
percent as against the global benchmark 
of six percent. Going by this rate, ıt has the 
potential to grow. New entrants find 
insurance attractive because even a small 
share of a large and growing market can 
be profitable. 
The total market in life insurance was 
worth about Rs. 20,000 crore in 1998. The 
growth rate of this segment has been 
around 12-13 percent. If these growth 
rates are sustained, it 1s estrmated that the 
market would grow to nearly Rs. 60,000 
crore by 2008. However, the 
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Confederation of Ircian Industry (CID 
has eshmaied that the markt would 
grow to mcre tran 3s. 130,00 crore by 
z008. 

On the other hand, the general 
1asurance or non-life market 1s not tha: 
tig as life. It was around Rs. 8,000 crore in 
1998. Taking into account the same 
growth rates as that of life, the marke: is 
expected to grow to around Rs 40,000— 
£0,000 crore by 2008. 

According to an mdustry observer. 
tre biggest potentia lies in che rura- 
insurance market where the penetiatior 
cf the government enterprises has beer. 
low. Often in rural areas, insurance Is 
perceived as an eddicidnal burcen rather 
than a means to combat msk. According 
to an independer-t survey conducted by a 
biz private insurer, 20 Dercent of the rural 
copulation has an :nsurance cover. 
Considering the fact that 65 percent of the 
Indian population live in the rural areas, 
tre marxet is lazhly atzrractive. 
‘Lraditionally the insurers have not found 
vural msurance a{trachve. Opmes Anand, 
Ahile most of the insurers may find it 
ur.attractive to tap the rural surance, it 
should be understocd that in the rural 
amas, the policies will be of relatively 
snaller gmourts, but this will de 
compensated by a larger number than in 
che urban areas Rural msurance should 
b2 looked upon as æn opportunity and 
not an cbligation. It ss important to take 
advantage of the immense potental trat 
resides in the rural seztor.” 


Survival tactics 

W:th the entry of mew players in the 
sector, the competion has increased 
mawufeld. Giants uke S:ate Bank of Inda, 
HDFC, ICICI, Bajaj, and Relance have all 
fcrayed into the mer<et. Recently the 
Indian car giant, Maruti Udyog, also 
announced its plans to enter 1n<o 
irsurance. Though “ke ccmpanies are 
competing with zovernment 
monopolies, :n one way or the other, they 
are also competing with each other to 
create a niche for themselves Anar.d 
opines, “Presently mcs: of the compares 
ere busy setting up therr offices and 
establishing agent network and the 
market is vet to witness a full-fledged 
ccmpetitive environment ” However, the 
ertry of big privace players and 
multinational insurance companies has 
created rpples in botr LIC and GIC. Both 
of them have been forced to act 


immediately to sustain their market: 


uvtially and then to expand to survive. 
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To compete and survive in this highly 
competitive environment, insurers are 
choosing different strategies. “In the 
insurance sector distribution strength 1s 
the key to success. And the new insurers 
are finding new ways to reach their 
prospects. The Insurance Amendment Bill 
assumes importance at this stage as, 
among others, ıt will also allow 
co-operatives, Banks (bancassurance) and 
brokers to operate in the insurance 
sector,” says Anand. All the players are 
trying to build their distribution channels. 
For example, insurers tied up with banks 
(SBI Life and ING Vysya Life Insurance) 
are using the bancassurance to reach the 
customers. Those in mutual funds and 
other financial services (Om Kotak 
Mahindra Life Insurance, Baya) Allianz 
General Insurance, Royal Sundaram 
General Insurance Company and TATA 
AIG General Insurance) are trying to use 
their customer databases to tap the 
customers. Some insurers hke ICICI 
Prudential Life and HDFC Standard Life 
are trying to reach prospective customers 
through the development of field 
network on the lines of LIC. These 
strategies are aimed at leveraging the 
existing customer databases to cross-sell 
the products. Supporting this view, says 
Anand, “To give an example IF=CO- 
Tokio Sankat Haran policy comes into 
force whenever a farmer buys 50 kg of 
fertilizer from KRIBCO or IFFCO. This 
policy 1s likely to find a place in the 
Guinness Book for being the largest 
single policy being serviced ın the world. 
simular paths are being treaded by the 
likes of ICICI Pru, HDFC Standara Life 
and Bajaj Allianz.” Bajaj Allianz General 
Insurance, for instance, has been very 
aggressive ın marketing its products. It 
has established tre-ups with retail giants 
like Shoppers’ Stop to market its products 
along with its dealer network. The 
recently announced MUL foray into 
insurance is also a fe-up with Bajaj Auto 
Finance Limited (BAFL). At the launch of 
its operations, it has also used the 
customer database generated by BAFL 
and had offered the customers of BAFL 


. free motor vehicle surance for one year. 


ICICI Prudential Life and HDFC Standard 
Life are also thinking about linking their 
products with insurance to gain a 
foothold in the market. 

The various players are also adopting 
different strategies on the service front by 
setting up national level call centers, 
interactive voice response systems and 
websites that provide interactive tools 


“Rural insurance should be looked 

upon as an opportunity and not an 

obligation. it is important to take 
advantage of the immense 


potential that resides in the rural 
sector.” 


B Anand, CEO, 
Bimaonline.com 





and are helping customers to plan their 
needs, to beat the competition. “Some 
companies have adopted the principle of 
customuzation and flexibility to market 
their products They are banking on the 
fact that each individual’s needs are 
different and insurance solutions have to 
be customized to match those needs,” 
adds Anand. This strategy is helpful for 
the insurers to create a niche for 
themselves. This 1s particularly true in the 
life insurance segment where the needs 
and priorities of the customers determine 
the policy terms and conditions. 

The competition in the sector 1s so 
intense that ıt has become difficult to 
identfy the crucial success factors While 
some argue that product innovation ts 
going to be the crucial factor in the success 
of the insurance company, others argue 
that service and quality of distribution 
will determine the success. However, 
Anand feels, “Insurance companies will 
need to expand the markets rather than 
vying for the same customer base. 
Critical success factors would be fund 
management capability, distribution and 
good underwriting practices” All the 
new players supported by their global 
partners are believed to be good in 
product innovation and providing 
quality services. Besides, technology 
plays an important role ın providing 
competitive edge—designing and 
admunistering products and services and 
building long-term customer relationshrp. 
Anand further adds, “Technology will 
help enhance service, ensure effective 
and efficient service delivery and lead to 
greater customization of products and 
greater transparency.” Moreover, all the 
new entrants are promising to speed up 
the process mght from bond issuance to 
claims settlement. This 1s a very good 
thing considering the poor state of 
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services being offered “by the 
state-owned enterprises. 

While the competition has sent strong 
signals to the state-owned enterprises, 
LIC still seems to control the market. The 
insurers ın non-life segment are finding ıt 
difficult to compete with the new private 
players and have lost a considerable 
market share to the new entrants. On the 
other hand, customers are going to 
benefit immensely from the competition 
in the industry. Customers have become 
the main focus of the business. As far as 
the state enterprises are concerned they 
have to realize the importance of 
customer and change their mindset to 
become more customer focused. 

“It 1s already a buyers market now. 
He can benefit by new customized 
products to match his needs, better 
service and of course he will be able to get 
the value for the money spent, both in 
terms of insurance coverage and returns. 
The most important change would be 
that his claims will be settled faster,” 
opines Anand. In fact, ıt is true that 
competition has brought 
cheers for the customers. 
Today the customers are 
offered products to meet 
his individual needs rather 
than mass customized 
products. For instance, a 
customer who had opted 
to go for life coverage had 
limited choice with only 
one player offering the 
services. But now with 
more players in the 
market his choice is 
unlimited. Sumular ts the case with non-life 
Insurance segment. 


Is there enough room? 
No doubt, the competition will be 
immense in the years to come. But how 
many players can the industry 
accommodate? Will the competition lead 
again to the pre-nationalization situation? 
These are only a few questions. 
Considering the future growth potential 
of the industry, the total market is going 
to be around Rs 200,000 crore. If this is 
split into life and non-life, finding a 
solution to the questions becomes easier. 
In the life segment, it is expected that 
LIC will be able to retain a market share 
somewhere between 70 percent to 80 
percent. Though LIC at present has a 
market share of 95 percent, owing to 
competition this 1s bound to come down 
in the next six years. This leaves the new 
entrants with a market of around 20 


Adopting divergent 

marketing strategies 
and using alternative 
distribution channels, 


all the piayers are 
confident about 
creating a big market 
in india 





percent to 30 percent. The main concern 
raised by many people before the 
opening up of the sector was based on 
this residual market share. Is this large 
enough for the new players to reach scale 
and become profitable? As quoted by 
several international players, the 
minimum acceptable rate of return on 
investment in life market 1s around 25 
percent on an operating basis. To enter 
into insurance in India the capital 
investment required ranges from 
Rs. 250 crore to Rs. 350 crore as laid down 
by the Insurance Regulatory 
Development Authority (RDA). In terms 
of profit terms, life insurers can expect net 
margins between four to eight percent. 
To achieve a minimum 25 percent 
operating return on investment of Rs. 350 
crore, the insurer must earn an average 
profit of around Rs. 80 crore. This implies 
that the required revenue should be 
approximately around Rs. 1200 crore. 
Considering the residual market of 
Rs. 30,000 crore to Rs. 40,000 crore (as per 
CII estmates), and minimum revenue of 
around Rs 1200 crore for 
each player, the market 
has the potential to 
accommodate around 20- 
30 players. 

As of date there are 12 
players in the segment and 
a few more in the pipeline. 
At present, 1t looks like 
IRDA’s caution in licensing 
the entrants wul translate 
into a great market 
opportunity for the new 
entrants. Considering the 
number of licenses to be issued in the next 
five years, achieving the minimum scale 
of profitability appears to be realistic. 

With respect to the non-life segment 
of msurance, the picture seems to be 
slightly different. Since the size of the 
market 1s smaller than that of the life, the 
figures are going to change. It1s expected 
that GIC will be able to retain around 50 
to 60 percent of market share by 2008. 
This leaves the new entrants with a 
market of about Rs. 20,000 crore to 
Rs. 25,000 crore. The minimum acceptable 
return in case of non-life business as 
quoted by international insurers 1s about 
20 percent. To enter into non-life 
insurance segment in India the minimum 
capital investment is around Rs. 175 crore 
to Rs. 250 crore. To achieve the minimum 
return on investment, new entrants must 
earn average profits between Rs. 35 crore 
to Rs. 50 crore. Taking average profits 
margins of three to six percent, this 


7 


translates into required revenues of 
approximately Rs. 900 crore. Given the 
market size of the segment, the expected 
number of players that can be 
accommodated in this segment will be 
around 18-25. Given the number of 
licenses to be issued here, the new 
entrants have ample chance to create a 
niche for themselves and compete 
head-on with GIC ın the long run. 


Future outlook 


Any doubts about revisiting the 
pre-nationalization situation are cleared 
by the cautious approach of deregulation 
adopted by IRDA. The gradual 
development of competition in both hfe 
and general insurance business should be 
translating into benefits for both new 
entrants and consumers and the industry 
as a whole. Though the industry has not 
yet witnessed the real competition, big 
players are already feeling the pinch. 
Adopting divergent marketing strategies 
and using alternative distribution 
channels, all the players are confident 
about creating a big market in India. 
Commenting on the future of 
insurance industry, Anand opines 
“Taking a long-term view, a day could 
come when some of the insurance 
products would attain a commodity 
status and you may be able to buy 
insurance through a mall or a grocery 
store. Such changes have been seen in 
developed countries such as UK where 
pure term products are sold through the 
retail chain outlets.” He further adds, 
“New developments that are likely to be 
seen in the insurance sector are online 
payment of premiums through payment 
gateways and online sale of policies.” 
However, there are certain areas 
were improvements have to be made. 
Says Anand, “Indian insurance sector has 
a long way to go. Insurers need to build 
adequate historical data on which they 
can base their decisions like pricing. 
Important products like health insurance 
are yet to take off as the infrastructure like 
third party administrators and Health 
Maintenance Organization (HMO) are 
not yet in place.” Since the time spent by 
the new entrants is less than two years, 
one can be sure that they will be attending 
to these vital issues once they commence 
their operations fully. In all, the changes 
being introduced in the insurance sector is 
forcing the industry to undergo a healthy 
paradigm shift. = 
Y Chandra Sekhar, Team Analyst 
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FINANCIAL MARKETS 


Hedge Funds 


Having the edge? 


Hedge funds are proliferating, spr rred by claims of better performance and higher returns in a presently dull stock market. They 
have attracted investors’ attention especially with institutional Lavestors increasing their allocation to funds but issues of 
transparency, disclosure and regtlation are yet to be resolved. 


he F.edge func industry :s back in 
the lrmelig at and this tme for all che 


right reasons. The relative superor 
performance of hedge funds, at a time 
when markets are down and ére 
mourning the fall of sechnology stocks, 1s 
what that is zradbing everyone’s 
attention. Tne hedge fund industry has 
grown at an average 25.74 percent a year, 
showing a stagger. ng growth df 648 
percent in the last dezade. The rurber of 
hedge fands operating the world over ts 
arounc 6CQ0 anc the amount of 
investments is estimated to be worth $400 
to $450 bn up from a mere 515 bn in 1990 
Besides th:s, $50 bn zs estumated to be in 
privacely maneged accounts within 
hedge fur.ds and $100 bn more uncer 
management with other hedge fands that 
refuse to report to information service 
provicers. Tae Trading Adviser Se echon 
System (TASS) Asset Flows Report on the 
industry, compiled by TASS Resezrch (a 
cusiness unit of Tremont 
Advisers Inc.) and aas a 
. database cf over 2000 
funds and managers 
shows that $8.8 bn ır new 
money poured into the 
funds in the fourth quarter 
0: 2001; this zlone exceeded 
the total flows oz the 
previous vear. which 
amounted to $8 bn The 
reason 1s cbvious—the 
average hedge fund has 
outperformed the market. 
Of course that is what hedge “unds 
supposedly do—they generate returns 
irdependent of zhe movemen:s ‘n the 
marker. 
In a bear markei, hedge funds are 
- expected-to perform better-than the 
others and the figures prove th:s. While 
the Standard & Poo1’s 500 stock index 
dropped 13 percent ir. 2001 and the Dow 
Jcnes industrial average fell seven 
peccen:, the average hedge fund earned a 
3.2 percent return. Historically hedge 
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H storically hedge 
funds have shown 
low correlation 


with the market 
and lesser volatility 
with higher returns 





funds have shown low correlation with 
the market and lesser volatility with 
higher returns. Accordir.g 1 Van Hedge 
Fund Advisors International, Inc, 
Nashville, USA, betv7een 1988 and 
December 2000, the average US Equity 
Mutual Fund lost 43.8 >erzent and the 
S&P 500 lost 41.2 percen: but the average 
US hedge fund gained 0.2 percent. 

DK Malhotra, Assoc.ate Professor of 
Finance at Philadelphia University, feels 
“The recent growth 1s due to the 
meltdown in the tech sector and the 
lackluster performance of both the stock 
market and mutual funds Investors 
looking for good returns are turning to 
hedge funds and therefore the trend 1s 
just a market-driven phencmenon.” He 
also opines “if the stock marxet rebounds 
hedge funds will have to compete with 
other funds for investcrs’ money and 
hence their growth w-ll slowdown.” 


- David R Friedland, President of Magnum 


US Investments, Inc., 
echoes the same opinion. 
He observes that the pace 
of growth'is unlikely to 
continue but the industry 
will certamly continue to 
grow. According to hima 
large influx of assets from 
retail investors 1s coming 
into hedge funds but this 
influx mught ower return 
expectations for the entire 
industry, because too 
much money will be 
oean too.few investment ideas. 


Eventually as the returns fell, investors ° 


will reduce their allocations of money to 
hedge funds. Thus popularity is a cyclical 
phenomenon with money flowing in 


when returns are higher and flowing out ` 


the moment, they cannet be sustained. 


Dr. Philipp Cotter, Crairman of the - 


Board of Directors and CIO -f Harcourt 


Investment Consulting AG, however,- 


predicts a very optimish= fi:ture for the 
hedge fund industry. ‘We forecast a 
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Compound Annual Growth Rate (CAGR) 
of 25 percent for private banks and High 


‘Net Worth Individuals GHNWIs) and 40 


percent for institutional investors over 
the next five years. Reasons. Hedge funds 


are simply a better asset-management 


model allowing more efficient capital 
allocation, and they certainly have a better 
risk/reward than other investments ” 

Nilesh Shah, CIO, Templeton AMC, 
Mumbar, ıs skeptical of the high returns 
shown by the funds because it 1s easy to 
show high returns for a small hedge fund 
but very difficult to generate the same 
high returns on a large fund. 


History of hedge funds 

Looking back, hedge funds are usually 
popular for a short-term period. History 
shows that they catapult into the financial 
center stage suddenly and then disappear. 
They originated ın 1949 when AW Jones, 
a reporter with Fortune magazine started 
the Jones Fund. Hedge funds proliferated 


n 1968 (after an article ın Fortune in 1966 


by Carol Loomis highlighted the 
spectacular performance of Jones’ fund) 


‘and numbered around 140, only many 


fell gracelessly ın the bear markets in the 
1970s. In the 1980s, the number-of funds 
reduced to 100. 
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For sometime no one heard or tried to 
hear of them until George Soros and 
Julian Robertson resurrected them in the 
1990s. The lost glory seemed to be restored 
with their funds, Quantum Fund and 
Tiger Funds respectively, outperforming 
the markets. In 1976, Quantum Fund 


registered a growth of 61.9 percent while 
_ the Dow increased by 23 percent. 


. LTCM: Ringing the alarm bell 
Though Quantum Fund and Tiger Funds 


attracted the media, ıt was LTCM, 
however, that sketched vividly the 


_ spectacular rise, the inherent risks and 


dangers of hedge funds while tronically 
writing its own ruin. Managed by an 


impeccable and winning team of John — 


Meriwether, and Nobel Laureates Robert 
Merton and Myron Scholes, LTCM 
catapulted to fame by reporting 
spectacular returns. But its high leverage 
policy boomeranged (the leverage was a 
factor of 40); its bad debts amounted to $1 
tn while ıt had only $2 bn in assets. 


- According to some estimates the-gross 


value of its contraéts exceeded $1 tn. But 
what spelled doom was the mtricate web 
in which financial institutions and banks, 
spread over myriad products—derivatives, 
stocks, commodites—across the world’s 
financial market were entangled. The 
implications were so great and so feared 
that the Federal Reserve Bank of New 
York arranged to bailout LTCM privately 
with a ‘consortium of 14 major 
international financial institutions 
together contributing $3.6 bn. 

It was LTCM that alarmed markets, 
investors, regulators, bankers and others 
and alerted them to the risks and dangers 
of hedge funds. patie yaa investigations 
by authorities and research have 
however proved that, thankfully, LTCM 
was only a unique exception and does not 
reflect the typical hedge fund. Indeed no 
one fund can completely or entirely 
depict the nature of hedge funds. Such is 
the diversity of hedge funds. These funds 
are typically privately organized, usually 
in limited partnerships or as offshore 
investment. corporations to avoid 
regulation by the Securities Exchange 


`~ Commission (SEC), which means that 


they are free to choose from a vast basket 
of investment opportunities, to engage m 
short selling, to operate ın wide range of 
markets, are not bound to disclose their 
operations, and extensively use mes 
and derivatives.. 
But this freedom of operation comes 
with constraints; hedge funds are open to 
“accredited investors” who have a $1 mn - 
of net worth or $200,000 of annual rncome 


=” 
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Source Hedge Fund Research 


for each of the past two years and 
expected ın the current year (or $300, 000 
for a couple) and the number of investors 
1s limited to 99 but the fund manager can 
accept 34 unaccredited investors among 
these 99. Another variation of hedge 
funds 1s one where the number of 
investors is limited to 499, but every 
investor must have $5 mn of investble 
assets. These rich investors are expected 
to fend for themselves as they have the 
resources and financial muscle to extract 
useful information and face risks. 
However, Friedland feels that the 
industry 1s opening up to retail investors 
too: with minimum amounts being 


brought down and’ closed-end: funds: 
introduced. Malhotra, however; believes -~ 


that thé hedge funds, given the high 
investment amounts, are not; popular 
with individual investors and the industry 
is still in an infancy stage. Once the 
industry moves to the next stage through 
consolidahons and mergers, hedge funds 
may become popular with the small 
investor. 

An important restriction is that hedge 
funds do not allow daily redemptions; 


- typically redemptions are quarterly and 


require notice in advance; tt 1s common 
for funds to lock in the funds invested for 
three cr. five years. They are also 
prohibited from advertising and place 
funds privately through placement 
memos. In addition to the management 
fee, which ıs generally one percent, hedge 
fund managers earn a percentage of 
profits (a feature which distinguishes 
them from mutual funds), generally 
around 20 percent. Hedge fund managers 
invest their own capital into the fund, 


“which 1s an tnducement to them to 


manage the fund better and for the 
investors to place their trust in them. The 
common strategies are macro, -market 
neutral, emerging markets, distressed 
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securities, convertible arbitrage, etc. All 
these strategies are, however, not 
entirely exclusive to hedge funds and 


- others including mutual funds and 


financial institutions use them. Hence the 
distinction between hedge funds and 
other funds becomes nebulous. 


Present trends 


The confidence of investors in hedge 
funds remains a little shaken even today, 
three years after LTCM. Recently, two 
hedge funds run‘ by celebrity money 
managers collapsed in New York causing 
further worry to investors. Some fund 
managers have rushed to allay the fears 
of investors by writing to-them, trying to 
describe their risk management practices. , 
The industry 1s allegedly luring dubious 
characters including convicted drug 


, dealers and money launderers. The 


Managed Fund Association has recently 
published extensive anti-laundering 
policies for hedge funds. 

All these notwithstanding, the 
present bear market, which 1s the right 
environment for hedge funds to flourish, 
has led to increase in number of investors 
actively involved in hedge funds. Pension 
funds.and endowments are interested 
too and many are outsourcing their funds 


‘to alternative funds. Some of the world’s 
_largest pension funds and life insurance 


companies like ABP, PGGM, Calpers, | 
Sumitomo, and Nihon ete., have started 
investing large sums in hedge funds. 

Individuals own more than 80 percent of 
the hedge fund assets, with the balance 
held by a growing number of 
institutional investors. The pension-fund 
industry’s share of hedge funds increased 
76 percent a year from 1996 to 2001, 
according to  financial-services 
consultants Casey, Quirk & Acito LLC in 
Darien, Connecticut Some of the hedge 
funds are being turned into aggressive . 
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Strategy Composition (Assets) — 4th Q2001 
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growth or arbitrage fands Other funds 
are being turned irto c.csed-end funds s3 
tha: the funds are stabilized and fund 
managers need no lonzer hesitate to take 
hard decisions as the vestors’ money is 
locked in for fixed and known periods. 
Stzble funds are expected to recuce the 
cvclicality of hedge furds. 

Another significant trenc is the 
migration of mutual Tund managers to 
the hedge fund industry. Mutual fund 
managers are being lured by the 
freedom, secrecy and profitability of the 
he=ge-funds which 1s radically different 
from managing mutual funds with the 
regulatory rules, pukl.c accountability 
and the need to show Setter performance 
than the market on a daily basis No 
wonder more and more mutual fund 
managers are willing zc make the career 
transition. 

The Economist and. Barton Biggs, 
Chairman, Morgen Szenley Investment 
Management Funds. have expressed 
fears thet this grow- may orly be a 
bubble. The growth of funds has been 
along these lines. Half of hedge funds are 
run on the long,short strategy 
According to the TASS Report, 42 percent 
of assets or $110 bn recorded in the fourth 
quarter cf 2001 were run on lorg/short 
strategy Other popar funds ın the 
fourth quarter of 2001 were event-driven 
followed by global ma=ro funds. Offshore 
funds have grown rapidly in Bahamas, 
Cayman Islands, Luxembourg and 
Ireland. The Europeer Union 1s also a 
fertile ground for hedge funds.-However, 
the opportunities for ‘making profits on 
arcitrage in the foreign ‘exchange 
markets have dimimished with the 


inzroduction of euro. Indeed foreign . 


exchange markets were the hunting 
graunds for hedge furrds during -he peak 


3d 0° 


of LTCM. Hedge funds have benefitted 
from the anomalies and inefficiencies in 
the emerging markets. In fact they came 
under attack for destabilizing currencies 
of emerging markets during the Asian 
crisis in 1997. The Malaysian Premier, 
Mahathir Mohammad, criticized hedge 
funds for carrying out manipulative and 
speculative practices 

Providing. the much needed 
speculation and liquidity are the benefits 
proffered by hedge funds Fut markets 
suffer from herd behavior, which means 
that others imitate the hedge funds 


actions and moves multiplying the effects ' 


and the risks. This translates into great 
power for hedge funds ın the relatively 
smaller emerging markets. No wonder 
the Asian crisis triggered debate on the 
Tole of hedge funds and brought the issue 
of regulation to the forefront. 


Regulatory concerns 

Regulation, or rather the lack of 1t, 1s a key 
aspect of hedge funds. Hedge funds are 
subject to general rules against fraud. 


- Investors can demand information about 


the strategies, leverage parameters, 
Dositions etc., from their fund managers 
A majority of hedge funds, which are 
active parhiapants in futures markets, fall 
under the regulatory framework of the 
Commodities Futures Trading 
Commussion and, therefore, comply with 
the rules on reporting. They are also 
subject to the record keeping and 
reporting requirements of- the 
Department of Treasury. Comprehensive 
information about the hedge funds’ 


activities, positions and risks is, however,- 


unavailable But government bodies and 
the SEC cannot demand and do not 
receive information from hedge funds 
about their operations. It 15 this non- 





disclosure of information that poses | 

threat of unethical and illegal practices. 
This means that trading partners and 

lenders do not have adequate informaton 


- to assess the risk profile of hedge funds. 


Free movement of funds from one 
country to another, and through the- 
derivatives, foreign exchange, futures 
markets etc., manifests itself as a great 
risk which is hard to measure. Leverage is 
resorted to extensively to generate higher 
returns and this creates high levels of risk. 
This problem was well illustrated ın the 
LTCM case. Regulation of highly leveraged 
institutions was recommended by the 
Financial Stability Forum set up in UK in 
the wake of LTCM’s collapse. The Baker’s 
Bull proposed that funds should make 
reports to the Federal Reserve and the 
Fed should make available part of this 
information to the public. Analysts and 
others, however, point out that it 1s the 
financial inshtutons and not hedge funds 
that should take the.blame for 
magnifying risks. 


Financial institutions have been lax in 


, evaluating the risk of highly leveraged 


entities like hedge funds and have been 
unable to appraise their risk exposure 
accurately. Basle Committee emphasized 
the view that banks have the principal 
responsibility of managing their 
exposure to highly leveraged institutions -° 
and other counter parhes The argument 
that ensuring risk management and 
prudential requirements by counter. 
parties like lenders ıs more appropriate 
than direct repulation.of hedge funds is, 
therefore, valid. Actually, supervision - 
and regulation of hedge funds is argued 


to be-unnecessary-since the wealthy- — 


individuals who invest in them are 


-capable of taking risks. According to ` 


Malhotra; to the extent that certain . 
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activities of highly leveraged institutions 
can pose particular risks, not only to direct 
counter parties but, under certain market 
conditions to the financial system as a 
whole, supervisors should ensure that the 


` -proper incentives, procedures and 


standards are ın place to encourage 
prudent management of these exposures 
by banking institutions. 

But even if regulations are in place ıt 
becomes extremely difficult to monitor 
Whether ‘they are followed. The 
international nature of hedge funds raises 
questions about legal jurisdiction. How 
can offshore funds be regulated? 


Domestic regulations might force funds | 


to move offshore making their 
monitoring and regulation even more 
difficult. Moreover, the dynamics of 
hedge fund operations is such that 
positions and the amounts involved 
change rapidly. Dr. Vikas Agarwal, 
Assistant Professor of Finance, Georgia 
State University, observes “In terms of 
the nsk management techniques, it is not 
clear that standard methods such as 
' Value-at-Risk can be applied in the 
conventional way to hedge funds and can 
effectively reflect the riskiness of their 
strategies.” It is'difficult to identify, 
analyze and measure the risk profile of 
funds because of the interplay of different 
products, markets and exposures across 
global markets. This implies that no single 
regulator can really know or comprehend 
the risk and exposure of a hedge fund. 
Unless regulators of different countries 
come together to create a mechanism 
where information can be shared or 
collected, the threat to financial market 
stability (assuming that such threat from 
hedge funds does exist) cannot be 
minimized. The threat now from hedge 
funds per se 1s remote because they 


occupy a tiny portion of the global: 


markets; they account for only 1.0 
percent of global markets, 0.6 percent of 
global stock and bond markets and 3.0 
percent of global mutual funds and 
cannot destabilize markets on their own 
unless something 1s seriously wrong with 
the markets. 


Performance evaluation 

The lack of information has not only 
created probiems for regulation but also 
.made monitoring of the performance of 
the industry difficult. Hedge funds are not 
obliged to disclose their results. The 
number of funds and the amount 
involved ıs not available and statistics for 
the overall industry are compiled’ from 
the voluntary information provided by 


some funds and based on estimates of 
others. Dr.’ Cottier finds the HFR (equal 
weighted) and the CSFB Tremont (asset- 
weighted) indices to be the most reliable. 
He, however, estimates that they contain 
a survivorship bias of around 1.5 percent 
and feels that the individual sub-indices 
for each strategy are more interesting to 
watch than the composite indices. 

Even when information is available ıt 
is hard to reconcile data into a uniform 
format and measure. performance 
because the hedge funds industry is 
divided into a number of segments with 
each fund following a different strategy 
and having a different redemption date. 
Hence it isjextremely difficult to create an 
index, which can be used to measure the 
risk and return of a hedge fund. Nilesh 
Shah opines, “At-the end of the day if the 
hedge fund industry has to attract money 
from people at large they have no option 
but to sell their performance on a relative 
basis i.e., vis-A-vis an index which their 
clients can easily understand.” 
Comparison of hedge fund performance 
with that of S&P 500 has been the basis for 
claiming superior performance of hedge 
funds. However, considenng that some 
of these hedge funds have low or no 
exposure to the S&P 500 index, it is 
unclear if S&P 500 can serve as an 
appropriate benchmark for adjusting 
systematic risks. 

According to Friedland, the ndis are 
not efficient in portraying a fair picture of 
hedge fund operations because the 
indices rely on voluntary information, 
exclude funds that are closed to new 
money or that are not being actively 


marketed and do not account for funds 


that blew up as figures are not reported 
for the period when funds suffer losses. 
The demand for transparency and 
disclosure of information is rising. This 
will not only assist in better performance 
monitoring but also help regulators, 
banks and investors in making informed 
decisions and boost investors’ 
confidence. Transparency will draw 
investors, strengthen market discipline 
and increase profitability of hedge funds. 
However, more disclosure of portfolio 
holdings and positions can benefit 
copycats who will know the positions and 
strategies of hedge funds and imitiate 
them. This will have implications on the 
profitability of hedge funds. 


Future outlook 

The hedge fund industry is predicted to 
grow though not at the high pace as seen 
today. But the prospect of hedge funds 





HEDGE FUNDS 


“At the‘end of the day if the 
hedge furid industry has to attract 
money from people at large they 
have no.option but to sell their 
performance on a relative basis.” 


Nilesh Shab, CIO, 
Templeton AMC, 
Mumbai 


making a gala entry into developing 
countries like India seems a little far away 
now. Of course, some Indian promoters 
are already operating hedge funds in 
their private investment companies. But 
ther performance 1s questioned, as they 
are believed to resort to insider trading 
and dubious practices, cheating and 
duping investors. Liquidity, leverage, a 
developed market for derivatives and 


` short selling along with good corporate 


disclosure are all needed for hedge funds 
to proliferate and all are missing ın India. 
On the other hand, markets are still 
evolving and loopholes abound and this 
can prove fatal if an LTCM collapse were 
to occur. Malhotra warns that hedge 
funds should be allowed only after either 
establishing internal controls for the 
banking industry or having a watchdog 
in place. According to Nilesh Shah, the 
availability of leverage through official 
sources 1s difficult because of their apathy 
to risks and, therefore, hedge funds in 
India will remain within the domain of 
Indian promoters and not Indian 


investors. Persistent questions and 


concerns on the profitability, prudent 
management and regulation are still 
unanswered. The big question is whether 
the superior performance is a superficial, 
short-term gain over a depressing 
market or a real one, which can be 
sustained and improved. Those who dare 
will take the plunge and those who don’t 
will have the benefit of hindsight. = 
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2 Russian Reforms In search ofa vision, Analyst, 
November 1999 
T Aparna, Teom Analyst 


Reference # 1-2002-06-06 


e35 


INTERNATIONAL FINANCE 


Argentina 


The shadows lengthen 


With Argentina teetering on the verge of a collapse, the only way out of the mess is to bring in swift macroeconomic reforms 
together with active participation o- the common Argentine. Any further delay, the country will go past the point of no return. 


few months azo, Argentina was 

merely suffering from a con_mon 

cold. And cher pneumor a eet in, 
foll=wed by a severe etrack of Etola and 
wiki this, the country :s now virtually on 
its d2ath bed. If the country 1s to survive, 
a-l the bad blood needs <o be drained and 
fresh blood pumped ir, fast. But the moot 
question is: Haw? 

A lot of water has flown urder the 
bridze since the last ture we toox a look 
at Argenitina’s flailing economy (See 
arz.cle: ‘Dark Shacaws’, Anelys;, 
Fesruary 2002). In the aftermath cf the 
colzpse of che country's fixed exchange 
rale, the Argentine Fresident Eduardo 
Dulhade had devaluec she peso enc seta 
nev exchange rate on January 6, 202, at 
1.4 Desos to the dollar as aga:nst the 
previous rate of 1-to-1. 


‘Floating’ mto the unknowr. 
Wien it became clea: that the tixed 
excaange rate was no longer helping the 
ecor.omy, the Eccnomy Minister _o1ge 
Remes Lenicov unveil2d a 
nəv plan on February 3, 
2002 that floated the peso, 
with the hove that the 
move would stop the 
country’s economic and 
polincal implosion. The 
plan also forced Eanks to 
corvert all their dallar 
loens into pesos at the old 
rate of one-to-one while 
dcllar deposıts were 
converted at 1.4 pesos per 
dolar and then indexed to 
inflation. 

The floahrig peso came into Eeirg on 
Fecsruary 11, 2002, waen the foreign 
exchange m.arket Dpened aft2r a 
© “holiday” of one week, and the currency 
immediately slumped z0 about 2.03 pesos 
pez dollar on the very nist day. Althouga 
the Government initially tied to srcp up 
the currency, -ack of reserves forcec it to 
g:ve up the plan. The currency is tredinz 
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- Argentina’s Supreme 

Court made a unanimous 
ruling on February 1 that 
the banking freeze that 


had been in place since 
December was 
unconsGtutional 





in the range of 3.15-8.25 pesos against 


the dollar (at the time of writing this — 


article) a loss of more than 70 percent 


since the dollar peg was broken, while ~ 


reaching as low as 3.9 pesos per dollar 
on March 25. 

With growing pressures on the 
already wobbly peso and no sign of an 
agreement with the IMF, the Government 
imposed further restrictions on the 
foreign exchange market on March 25, 
2002. As per the new regulations, 
individuals can purchase no more than 
$1,000 ın dollars each day while registered 
companies are limited to $10,000 in US 
currency a day. Currency exchanges may 
operate for only three and a half hours a 


day instead of the usual seven. The . 


Government also put new limits on the 
amounts of dollars that banks and 
businesses can hold and restricted the 
ability of investors and brokerage houses 
to move money abroad through stock 
purchases in the US. 

On April 23, 2002, the Economy 
Miruster Lenicov resigned 
‘after having failed to mop 
up the bailout package 
abroad and garner 
enough support from the 
Congress to approve a 
plan to turn savings 
deposits into bonds 
plungirig the country into 
further economic and 
political turmoil. His 
replacement, Roberto 
Lavagna, former 
Argentine ambassadcr to 
the EU and the WTO, took 
charge of the toughest job in Latin 
America on April 27—guiding Argentina 
to some sort of economic stability. In his 
first major policy move, ‘the new 
Economy Minister persuaded the 
President to allow the peso to continue to 
float and abandon the plan for another 
fixed exchange rate, at least for the 
moment. 
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Banks slip further downhill 


In spite of the corralito or the freeze on 
bank deposits, which triggered bloody 
protests during Christmas in 2001 and 
eventually led to the fall of the then de la 
Rua government, money continued to fly 
out of Argentina’s banks. In a major blow 
to the reigning Government, Argentina’s 
Supreme Court made a unanimous 
ruling on February 1 that the banking 
freeze that had been ın place since 
December was unconstitutional. The 
court held that the freeze was “irrational” 
and it “annihilated” constitutional nghts 
to private property. 

Following the ruling that the freeze on 
deposits was unconsttutonal, the then 
President came up with a new executive 
decree that suspended all judicial 
challenges of the freeze on bank deposits 
for a period of 180 days. However, judges 
defied his new decree and ordered the 
police to arrest bank managers who do 
not comply with their rulings. Today, 
nearly $50-100 mn exit the banking 
system every day as thousands of 
depositors continue to win court rulings 
that free their money. 

. With two-thirds of bank deposits 
being denominated ın dollars, the banks 
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suffered an immediate loss of 0.4 pesos 
when they were forced to convert their 
dollar deposits into pesos, which were to 
be compensated through the issuance of 


new government bonds of about $20 bn. . 


However, the value of the government 
debt can be taken only with a pinch of salt 
as the Government has already defaulted 
on its debts. With the scrapping of dual 
exchange rate system, the banks were 
also instructed to sell all their dollars, 
including reserves, to the Central Bank. 


— All mall, the Argentine banking system ts 


on the brink of a collapse. 

Dr. Steve H Hanke, Professor of 
Applied Economics at The Johns Hopkins 
University, Baltimore, USA and Member 
of the Steering Committee of The G-7 
Council in Washington, D.C, asserts, 
“The banks in Argentina are insolvent. 
The owners of the banks are reluctant to 
pump more capital into banks that the 
Government has repeatedly robbed 
And the Government is in no position to 
recapitalize the system. Perhaps 1t’s time 
to face the music, declare the banks 
bankrupt and liquidate them, with the 
depositors having first claims on the 


Professor Joseph T 
Salerno, senior fellow of 
Ludwig von Muses 
Institute, Alabama, USA 
and editor of the Quarterly 
Journal of Austrian 
Economics goes a step 
ahead. He feels that with 
the demand liabilities of 
each bank, including 
savings and checking 
accounts, written down to 
the level of its cash 


~ reserves and then pro rated among its 


depositors based upon the size of their 
nominal deposits, the currency will 
immediately return to circulation. “Since 
they now will be effectively backed 100 
percent by cash, depositors will then be 
able to freely redeem their deposits in 
currency or continue to access them by 


How Argentina Fared in 1990s 
Argentina’s GDP, % change over previous year 


1994 1986 7998 2000 2002* 
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Argentina’s citizens 
are suffering from 
a new kind of 
disorder. Dubbed La 


Fiebre Verde or 
_ Green fever | 
'. by the media 





cheque or debit card without threat of a 
contagion of bank collapses,” says 
Salerno. 

In addition to this, Salerno suggests 
that the ownership of the loan and 


investment assets of each bank be 


transferred to’ the depositors by 
distributing equity shares with the 
nominal shares received by each 
individual being equal to the original 
quantity of pesos in the bank deposit less 
his/her quota of the banking system’s 
cash reserves. These shares should be 
saleable on the market with the price of 
the share being determined by the 
market value of the asset portfolio. “All 
banks will thus be split into two 
independent institutions, a 100-percent 
deposit bank and a no-load mixed-asset 
mutual fund. Argentine depositors of all 
income levels will now have unimpeded 
access both to a medium for making 
current exchanges and to their savings,” 
says Salerno. 


Budget cuts: An eye wash 

After hectic parleys, the Dulhade 
government finally got its budget 
approved by the 
Congress on February 
28—a budget that cut 
spending by 15 percent (or 
$3.6 bn) as compared to 
last year and involves belt- 
tightening exercises from 
provincial governors. 
According to the budget 
| projections, the Argentine 
-| economy.1s expected to 
contract by 4.9 percent 
with inflation hovering at 
about 15 percent and a 
Ase deficit of 3 bn pesos (as against 10 bn 
pesos in the previous year), which most 
of the analysts consider highly optimustic. 

“The budget numbers don’t add up. 
The proposed budget is largely 
nonsense,” says Hanke. True enough, 
the Government has itself admitted in 
March that it ran up a fiscal deficit of 780 
mn pesos ($319 mn) ın the first two 
months of 2002. If the present trend is to 
continue, which is very likely, the overall 
fiscal deficit will overshoot the budget 
target by a huge amount. 

News on the inflation front is no 
better. Although the Government put 
the official infl ation rate at five percent 
for the first two months of 2002, 
consumer groups complain that prices 


- of basic foodstuffs have shot up by 


more than 40 percent during the recent 
weeks, 


"The Government is in no position 
to recapitalize the system. . 
Perhaps it’s time to face the 
music, declare the banks bankrupt 
and liquidate them, with the 
depositors having first claims on 
the assets.” 


Dr. Steve H Hanke, 

Professor of Applied Economics 
at The Jobns Hopkins University, 
Baltimore, USA 


Meare to Dr. Antony P Mueller, 
Professor of Economics at the University 
of Erlangen, Nuremberg, Germany and 
currently a visiting Professor for 
International Finance at the 
Universidade Federal de Santa Catarina, 
Brazil, “Budget cuts are a sideshow to the 
real problem of controlling inflation, 
which may drastically exceed the 
Government’s projection. Individual 
measures will be of little avail in a 
country where the population has lost all 
confidence in money and politics In the 
current situation, the insistence on 
budget cuts will do more harm than 
good.”Argentina’s citizens are 
suffering from a new kind of disorder. 
Dubbed La Fiebre Verde or Green fever 
by the media.1 

Things are really looking bleak for 
Argentina. Tul March 2002, industrial 
output fell by 15 percent as compared to 
that in the corresponding pertod in 2001. 
There are wide-spread fears of shortage 
of home-made goods as well as imports. 
By the end of April, unemployment stood 
at nearly 23 percent and 57 percent of 
Argentines were officially classified as 
poor. One out of every five atizens does 
not have income even to meet basic 
nutritional needs. Above all, every one of 
them suffers from an entrely unknown 
ailment—Green fever. 















The Green fever 

Clutching their money belts, darting their 
eyes on the look out for thieves and 
constantly whipping out their pocket 
calculators to calculate the fast changing 
exchange rates, Argentina’s citizens are 
suffering from a new kind of disorder. 
Dubbed La Fiebre Verde or Green fever by 
the media, it leads to desperation and 
mistrust of the peso. The only known 
cure: A fistful of US dollars. 
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The near hysteric desire for dollars 
nizhlights the psycho_ogical asDect of the 
country’s current economic crisis which 
has made it very difficult for ecouomists 
to find a way out for what was once Latin 
America’s wealth est econamy. The 
common man in Argentina has lost 
confidence ın the polit cians, 
policymakers and even the society itself 
leading to a loss of confiderce in che 
nahonal currency. The dollar has become 
the nation’s obsessiau 

The frenzy Zor zke greenbacks has 
revivec the notion among: the financial 
arcles chat the only thing that cen cure 
Argentina is to adapt the dolar as zhe 
lzcal currer.cy, a de facto dollarrzation. 
Although cpinion polls show that the 
su>part for dollarizahon ıs grov7ing, a 
rnejority of che Argenanes, howe cr, are 
cpoosed to the idza Sa1s the Government. 


Dollarization: Mill it helə? 
Many wealthy Argentines do mach of 
tcir shopping in dcllars. Even after the 
cevaluation, some stores in Buenos Arres, 
including art galleries and antique shos, 
sill quote their prices in dollars. Then why 
not dollarize? 

Says Dr Mue ler, “Dollarizatiou—like 
thz currency board before—is cne of the 
‘t>.cks taat may wonk in 
tye short run arth 
unbearably high ccsts 
coming later on. 
Dollanization woulc ‘ust 
be another step ir the 
Argentina’s long -history 
of financial illusicrs.” |. 
According to him, what [ 
ch2 country needs is not 
“ir ancia. wizardry, but the 
reconstruchon of schd 
foundations of its 
eccnomy as well as the 
establishment of trust 
“These things require dedication and 
p2rseverance—and 1t must be dane by 
the Argentnes themszives. For to0 ong a 
‘fume, the 1llusicn Fas prevailed that 
“rescue” packages from the IMF could 
produce wealth or stability, or that 
“confidence” ccule be imported by 
adcpting the dollar aithout reforming 
tle deeply corrupt po-itical system and 
the extensive welfare state,” he says. 

Echoing zhe same choughts, Selerno 
states that, “Dollarizaton is a gimmick 
tha: differs only formally from the 
currency board regime that resulted :n 
Aczgentina’s current fszal and moretary 
cr.ses. Moreover, 1t ddes not address the 
immediate problem oZ giving Argentines 
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Argentina has 
been like a spoilt 
_ brat, who keeps 
coming to the 
os father (read IMF) - 
`. forrescae in times -- 
<1. of distress 7. 





immediate and full access to ther money 
holdings and savings currently frozen in 
the banking system.” 

However, Dr. Hanke disagrees. 
According to him, dollarization would 
provide the much needed confidence 
shock as 1t did ın Ecuador. “If Argentina 
hopes to re-emerge from its current 
chaos, its fiscal regime must be fully 
subordinated to 1ts monetary regime. 
The only way to do this is to dismantle the 
Central Bank, liquidate the peso, 
completely dollarize the economy and 
prohibit the issuance of quasi-monies,” he 
Says. 

However, doliamzing the economy 
alone will not solve all of Argentna’s 
problems. Adds Dr. Hanke, “Dollarizaten 
is a necessary, but not sufficient, condition 
that must be sahsfied before Argentina 
can reach its potential. The rule of law 
must be respected. No country can 
prosper if it fails to recognize the sanctity 
of contracts which are the foundation of 
all private morality and the indispensable 
condition of every sane social order.” 

Considering that the peso-dollar peg 
was effectively a form of dollarization, 
which did not help the country in anyway 
due to the inconsistencies 1n the fiscal and 
monetary stance of the previous 
governments, it seems 
highly unlikely that 
dollarization would give a 
boost to the economy. 
Moreover, the country no 
longer has the support cf 
the United States, which is 
very essential if ıt wants to 
dollarize. 


.What next? 


Argentina is in no position 
to wait for any further 
| funding from IMF, which 
is likely to take at least 
another couple of months. In the 
precarious state that itis in today, it must 
act fast The Government must realize 
that reform must come from within the 
country~—a genuine change for the 
better needs the full-fledged support of 
all its citizens, without which nothing can 
be done 

“The Argentine Government should 
make it clear that it has no quick fix to 
offer, and that ıt is up to the people 
themselves to repair the system. The 
Government should concentrate on basic 
government functions and refrain from 
direct interventions, which have brought 
down the system ın the first place,” says 
Dr. Mueller: 


| ee another step in the Argentina's 






“Dollarization—like the currency 
board before—is one of the tricks 
that may work in the short run 
with unbearably high costs coming 
later on. Doliarization would just 









long history of financial illusions.” 


Dr. Antony P Mueller, Professor of 
Economics at the University of 
Erlangen, Nuremberg, Germany 










Argentina has been lıke a spoilt brat, 
who keeps coming to the father (read 
IMF) for rescue in times of distress. With 
the disgruntled father acceding to his 
requests time and again, Argentina had 
become bolder and bolder each time. Just 
as any father would have done, the IMF 
finally decided to put an end to the rescue 
tactics after a loss cf facen the finanaal arcles. 

The Government has to take swift 
moves to declare the insolvency of the 
country’s national and provincial 
governments, repudiate the country’s 
public sector debt, cut spending and taxes 
while stimulating the domestic savings 
and investment in the private sector The 
Government should make it very clear 
thatit does not have any quick fix solution 
to offer and it is up to the people to repair 
the system. 

It ıs also time for the common man ın 
Argentina to come to a consensus as to 
what needs to be done. Knowing fully 
well that dollarization can only serve asa 
temporary measure, and without the 
necessary fiscal and monetary reforms 
even dollarization cannot help the 
economy in the short run, the people 
should tighten their belts and come up 
with a new economuc plan sans dollarization 
to steer the country out of this terrible 
mess. As Dr. Mueller puts ıt, “Basically the 
country 1s very rich and the chance in the 
current crisis could be that a new kind of 
political and economic system will 
emerge from the ashes, a system that 
does away with the century-old 
Argentine tradition of placing politics and 
politicians at the top and putting 
Government in the center of distribution 
system that squanders the country’s riches 
under the name cf welfare and justice.” 


E Kalyan Babu, Team Analyst 
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- percent. However, 1n the 
_last one year ıt has given a 
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Gold Prices 


Demystifying the trends 


BUSINESS ENVIRONMENT 


Movement of gold prices have always fascinated traders and observers alike. Research reveals that gold prices are highly 
correlated with various macroeconomic parameters including inflation and dollar prices. Can they also forecast the prices of gold 


over a period of time? 


ince ages gold has been admired for 
its luster The use of gold for jewelry 


purposes has been traced to the 
pre-historic era Since then it has never 
lost its popularity Later people 
discovered its intrinsic value People 
started using it as a medium of exchange 
and this marked a milestone ın the history 


of global monetary system. Gradually, ’ 


the barter system, for its inherent 
transactionary problems was replaced by 
gold Gold came to be accepted for its 
embedded material value as a better 
alternative and thus sowed the seeds of 
the present currency system. The atizens 
of the Kingdom of Lydia (western 
Turkey) claim to be the first users of gold 
as a currency in 700 BC. In the more 
recent history, the US Congress adopted 
a bi-metallic standard (gold and silver) for 
the new nation’s currency in 1792, which 
was held until 100 years. Gold has become 
an important metal for investment and 
hence there 1s a lot of fluctuation in the 
prices of gold ever since. 

In the last 20 years after 1980 when the 
gold price was at its peak, 
gold has been giving a 
meager return of five 


20 percent return with 






The demand for gold 
increases, whenever 
there is a reduction in 


escalations in gold prices are due to these 
economic forces, these are short-term 
and what will be the gold prices ın future 
and what will be the cyclical trend ın the 
next few years ın the absence of these 
short-term economic forces 1s to be 
analyzed. Paul Van Eden, who's a widely 
respected financial analyst and has 
written extensively about the relahonship 
of the US dollar and the price of gold, 
observes that, “Less than 12 months ago 
gold was a dirty four-letter word and 
now it is being talked about in 
mainstream media.” 


Gold, dollar and inflation - 


To analyze the reasons behind the 
escalations in gold prices, the relationship 
of gold with dollar, inflaton and deflation, 
among others, is worth discussing. A lot 
of research has already been conducted 
on fluctuations in gold prices, their 
correlation with the dollar, exchange 
rates, etc. However, 1f closely looked at 
the prices in the last few decades, a cyclical 
trend in the prices (even after lot of 
economic upheavals at 
various points of time) can 
be observed. As Steven A 
Saville, Editor of The 
Speculative Investor opines, 
“Gold mainly serves as a 


price coming up from $255 . form of money, therefore 
to $305 per ounce in the its prices. The it should be analyzed as 
international markets The | demand reaches‘the- | money, thatis, in the same 






recent increases in the gold 
prices can be attnbuted to 
various reasons like the 
worldwide stock markets 
crash after the dotcom 
burst; terrorist attacks on WTC, the 
Japanese banking system ın doldrums, 
and the overall world recession. All of 
these factors contribute towards shifting 
the capital from stock market, banking 





. system and other mvestments towards 
gold. There has been a gradual decline in- 


the gold production in.the last three 
years, which has again contributed to the 
increase in price Although the recent 
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way that we analyze the 
US dollar. One of the 
implications of this ıs that 
our focus should be on 
investment demand, not 


fabrication demand, when analyzing the’ 


gold market.” When looked from the 
demand-supply point of view, dollars are 
available in abundance contrary to gold, 
the supply of which ıs limited. Hence, 
over a long period of tme the value of 


‘dollar tends to depreciate while that of 


gold tends ta appreciate. However there 
exists a similarity between the behavior 
of dollar and gold prices ın the sense that 





the value of both ıs determined by the 
total supply and the investment 
demands. 

The demand for gold increases, 
whenever there 1s a reduction in its prices. 
The demand reaches the peak when the 
prices hit rock bottom. Again it steadily 
declines over a period of time with the 
price remaining more-or-less stable. This 
phenomenon has been witnessed 
whenever there has been a significant 
fluctuation in gold prices. However, the 
price movements are such that, automatic 
market forces are created to maintain its 
stability. 

Inflation is another parameter that has 
a significant correlation with gold price 
movements The price of gold tends to 
increase as demand increases because 
there 1s a loss of confidence in the 
currency, which manifests in the form of 
inflation However due to the strong 
intrinsic value of gold, ıt generally 
performs well in the penod of deflation as 
the purchasing power for the same 
amount of gold increases and gold tends 
to be more valuable. This 1s evident by the 
fact that gold performed well-during the 
deflation of 1930 and also at the time of 
South-East Asian crisis when the prices of 
gold skyrocketed due to the loss of 
confidence ın the currency. As nghtly 
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pointed oul by John Hathaway, MD of 
Tocqueville Asset Managemen: L>, New 
York end the Portiolio Manager of 
Tocqueville Gold Fund, “Gold do2s well 
daring periods of i-f-ahon or de“Jation. 
Tae common deno-unator is tLat the 
cmpected return on Enancial assets is low 
compared to previous historical periods. 
At the current tune, te world is fang a 
ceflaticnary threat caused by the over 
©fension of credit dumng the 1983s anc 
1990s ” 

The valu2 of dollar has declinec over g 
lang pericd cf time. The factors 
responsible for the ceclining vélue of 
collar can be various. The aorle 
economic events espeaally those ~elated 
to JS affects the dollar value. This has an 
mmvortant role un deccrmining the value 
cf gold as they resuli in an increase or 
decrease of confidence 1n the cu-rency 
sach as dollar In the nse of gold prices 
aver the WTC attacks, one of the “actors 
zzuld be the loss o: confiden-e in the 
csrrency and shifting towards gold 
thereby incr2asing the demand of gcld 
and hence the prices However, Paul Van 
aden says, “My view is thal gold is 
money. Above grourc gold, 1e., gold in 
circulation .s analogous to mor.ecy in 
circulahon Mine preduction is the gold 
equivalent of infle tior . The 
reason why gold retains its 
value as mor ey (or a score 
or wealth) ıs beceuse cver 
the lonz-feim, one wll 
find that the world’s 
population growta 1s 
rovghly one to two 
percent per year, which 
results In an economic 
growth of about ore to 
tvz percent per year. vine 
production as a percentage 
of above g-ound 31d 
(money supply, is also 
ekout one to cwo percent per yeer. So the 
in<reas2 1n th2 gold supply :s m hne with 
the increase in eccnomic growth hence a 
statle gold price over time.” Seccndly, 
gcld’s supply 1s limited when comvared 
to dollaz; ‘rence over a long-terra the 
vélue of dollar deprec ates. 

Another factor for the declining valve 
of dollar ıs ir flaton However, nf ation 
itse_f is the outcome of demanc and 
supoly; but 1f the purchasing power 
pany and the world exchange rates and 
nct only dollars are ccrsidered, :t can te 
seen that the prices of geld in dollar ‘errs 
are ower than the world average gold 
pr-cesin the last five years and in thesame 
period the dollar exctange rates have 
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Gold’s supply is 
limited when 
compared to dollar: 


herce ever a long- 
term the value of 
dodlar depreciates 





gone up more than the dollar gold price 
as well as the world average gold price. 
This indicates that gold 1s attracting more 
capital now when compared to dollars. 
Comments Saville, “The US dollar’s trend 
1s the most important factor deternuning 
the investment demand for, and 
therefore the pnice of, gold.” 


The gold exchange standard 
The history of gold as an exchange 
standard will throw more light as to how 
gold prices react to various economic 
forces individually, ceteris paribus. Saville 
says, “Gold has never really lost its 
acceptance, but over the past 20 years the 
main focus of investment has been on 
financial assets (stocks and bonds). That 
cycle has ended and the focus of 
investment has once again kegun to shift 
back towards hard assets inc_uding gold.” 
However, due to an imcreasod supply of 
gold from 1800-1900, there was 
abundance of gold in the world, which 
enabled gold to become the sole standard 
of value After the First World War it was 
a desire of many nations to return to the 
gold standard at the parities of pre-war 
erod. However, the fear that the system 
will fail led to 12 Currency Resolutions in 
1922, many of which recommended gold 
exchange standard as a 
method to economize on 
gold. As a matter of fact, 
the . gold exchange 
standard has collapsed 
twice, once in 1931 and 
then in 1971. Also, there 
were a lot of problems 
with the Bretton Woods 
agreement in 1960s. 

The dollar became 
increasingly inconvertible, 
and by the laze 1960s the 
system assumed the 
name, “dollar exchange” 
as it was in the 1920s. However, various 
studies indicate that despite all ıts evident 
failings, inter-war gold standard 
appeared to represent a higaly credible 
fixed exchange rate regime. Commenting 
on the flat currency system, Saville says 
that, “The flat currency system relies on 
the supply of currency being expanded at 
a fast enough rate to enable vast debts to 
be repaid, but this inherent instability 1s 
also why the fiat currency system will 
eventually collapse. We might already be 
in the initial stage of a flight from the 
dollar. This 1s a trend expected to 
accelerate over the coming decade, but 
there 1s no way of knowing how much 
trme will transpire before there is 


“Gold does well during periods of 
inflation or deflation. The 
common denominator is that the 
expected return on financial 
assets is low compared to 


previous historical periods.” 


Jobn Hathaway, 

MD, Tocqueville 

Asset Management LP New York 
and Portfolio Manager, 
Tocqueville Gald Fund 





widespread non-acceptance of the dollar. 
It will happen, but we don’t know when.” 

On the future of the currency system 
in the coming decades and the changes 
we might come across, Eden comments 
that, “the world will gradually move 
towards a single, electronic currency. The 
problem with a single currency is who 
will have the power to create 1t? Whatis it 
worth? Both of these problems can be 
solved by having an electronic curren 
backed by physical gold. This would, 
however, require substanhally higher 
gold prices. In fact such a high gold price 
that I don’t even want to tell you what itis 
because you may think it 1s ridiculous., 
Some peopje.may say that the concept of 
a gold-backed currency 1s :idiculous. I 
would answer that the concept of fiat 
currency 1s far more sinister and 
unrealistic than a return to a gold 
standard.” With gold experiencing 
transformed uses from exchange 
standard to an important element of 
reserves and investments, the price has 
been varying largely over a long-term 
period. This aspect is also very well 
described in the book The New World of 
Gold by Timothy Green. These price 
variations when analyzed properly could 
depict a cycle on which gold has been 
performing 


The gold price fluctuation 


cycle 

According to Hathaway, “At three 
junctures during the past century, the 
price of an ounce of gold equaled the Dow 
Jones industrial average. The last tme 
this happened was in 1980 when they 
both traded at $800. However, the same 
thing happened during the 1930s and 
again in the very early 1900s Recently, 
however, the DJIA traded at 
approximately 30 hmes the gold price. 
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The. explanation for these swings is the 
credit super-cycle, which is to say, long 
periods of credit expansion or contraction 
that supercede the business cycle.” When 
we analyze the fluctuations ın the gold 
prices against dollar from 1968 till date, 


. the gold price went up to $850 in 1981 and 


= 


. -of dollar-is-based-on the 


-z unlike- the dollar, — 
-. indicates that gold.has not |= 1-7 


crossed $500 mark in 1987 and then 
steadily came down at the present level 
touching a low of $250 in 1999 almost half 
of the price in 1987. Hence a trend of 
decreasing prices in the last 17 to 18 years 
ignoring the small cyclical fluctuations can 
be seen. l 
Saville summarizes the cycle, “There is 
a cyclical trend in the ratio of the stock 
market (as represented by the Dow 
Industrials) and the gold price. This ratio 
made long-term peaks in 1929,:1966 and 
1999, and long-term bottoms in 1932-1933 
and 1980.” The reason for the decline in 
the US dollar gold price is the strength in 
the US dollar. As ‘Hathaway says, “The 
dollar is worth a small fraction of 1ts value 
50 years ago. Even though gold prices 
declined steadily for the 20-year period 


from 1980 through 2000, and have risen - 


only slightly since then, they are nearly 10 
times what they were 50 years ago. The 
history of paper money. is that it 
eventually loses most of its value. The 
apparent appreciation in gold is simply 


_. the flip side of falling paper currency 


values.” 

The average gold |. 
price is almost stable as j| ~ 
it |, 


lost its value. The strength 


confidence in.the US p1% ¥ 
economy and ‘the stock 
market. This can derive a | #r; 7, 
relationship between p 45 

dollar and gold that a |: 
decline in dollar exchange |- 
rate should lead to-% 


increase in ‘demand for gold thereby 7 


ıncreasing the dollar gold price, and a 
decrease in demand for gold should result 
an increase in demand for dollars thereby 


“pushing the dollar exchange rate up. This 


also indicates that as and when any 


economic event occurs, which affects the- 
US economy adversely, the 1mpact.* 
should be an increase irrt the ‘dollar gold” 
price and vice versa. Eden, on the cyclical - 


‘-trend states, “The gold price 1s cyclical due 


‘to the nature ‘of:mining. At high gold 


ices’ the mining companies generate a 


. lot of cash flow and capital pours.into the- 
sector from investors.” However for thé ~-§° 





additional attempts to form regional ` 


“currencies similar to the euro. For 


example, the Asian region will establish | 


such a currency. A similar attempt may 
occur in Latin America and the Islamic 
world. These currencies will stem from 
an attempt to displace the dollar, which 


currently represents 76 percent of world - 


Central Bank reserves. The new currency 
blocs will reflect trading patterns, national 
interests, and cultural factors.” 


Outlook 


The present escalations in the current 
gold prices can be attributed to the 
following factors: The replacement cost of 
gold'from the mines is about $400 to $500 
per ounce which is quite higher than the 
present worldwide prices of the gold. 


Hathaway says, “As a commodity, gold . 


appears undervalued since the’ 
replacement cost of discovering and 
finding new gold reserves (greenfield 
basis) is at least $400/oz. Unless gold 
trades above this level, mine production 
-18 set to decline steadily for years to 


come.” In such a case the investors are . 


expected to be bullish on gold in future 
also. One of the other factors is that 
investment in gold serves the purpose of 
-risk diversification, which is more 
prominent when the market is bullish on - 
-gold: More importantly, the global 

economy is in‘ trouble due 
“to which lot of investments ` 
are heading towards gold, 
thereby -` increasing 
demand for it, since gold is 
considered to be “asset of 
the last resort”. Opines 
“<| Hathaway, “The point that’ 
most investors ‘fail to pick 
up on ‘today is that once a 
market has crashed, it takes 
zz | a very long time tor 

_-| ‘its footing. This was true of - 
satiat) Japan during the 1990s and 
it will also be true of-Western equity 
markets over the next.10 years. It is 
during these periods of low returns on 


financial assets that gold performs best, : 


first because of the lack of alternatives and 


‘second because.of the potential for’ 


financial-mischief on.the part of political 
authorities.” It is also argued that due to 
the advent of euro there is a threat to the 
dollar in future to continue as a single 
dominant currency for reserves; hence 


-~ the funds are gradually taking the side of 


-gold:which isa more’firm and _less risky 
- Investment. Lastly; the fluctuationin the 
Id.market:ought to “ha since it is 


. future, Hathaway expects, “There will be ~one of the world’s highly liquid assets and 


GOLD PRICES 


“There ia eylcl trend in the 
g “fatio of the stock market 
‘(as represented by the Dow’ 
Industrials) and the gold price. 
This ratio made long-term peaks 


in-1929, 1966 and 1999, and | 
‘long-term bottoms in 
' 1932-1933 and 1980.” 


t+. Steven A Saville, Editor of 
l a a "The Speculative Investor 





till the time the world economy recovers, 
gold prices are expected to escalate. 

Says Hathaway, “Most financial 
analysts look at the world with rear view 
mirrors. For them, a gold price of more 
than $300/o0z seems high because of the 
preceding 20-year bear market. But the 
amount of credit created during that 
20-year bear market dwarfs anything in 
history. The amount of gold produced 
thas grown slowly, at less two percent 
leit peli ad eet oa arr over 20 

. In this context, it would seem 
quite pia ausible that the next peak (ın US 
ollar terms), five or 10 years from now, 
will easily exceed four digits.” 
- In-anutshell,.it,can be said that the 
- gold prices: are inversely related-to the 
dollar prices: -Secondly, there is a 
-tendency to pull out money from other 
‘sources such as stock market and invest in 
- gold in case of any loss of confidence in 
the economy. The price of gold rises . 
whenever the inflation rate rises. The 
prices of gold are affected by any of the 
short-term and long-term economic 
‘forces;which result in affecting any of the 
factors mentioned above. The dollar gold 
price is different from the price of world 
average gold price. The former largely 
‘depends on dollar and for the same 
reason average gold price is higher than 
dollar gold price currently. The forecast 
for the future is that the price of gold 1s 
expected to rise over the coming years. 
However, this could happen only if the 
unwarranted strength of the dollar 
reduces and the replacement cost of gold 
‘is higher than its prevailing price. m 


Related Article: 
Falling Gold Prices So br and no more, Analyst, 
May 1999. 


- Abhishek ‘Agrawal, Team Analyst 
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“Market cycles are permanent facts of life but gold has maintained its 
long-term value. In contrast, most currencies including the US dollar and 
industrial commodities have generally declined.” 


C Do you subscribe to the faci that 
bcth gold and the US dollar are 
aralyzed in a similar manner? 

The economic forces that determire he 
pr.ce of gold are different from the prizes of 
most financial assets. For example, the pice of 
a stock depencs on the earnings and g-owth 
potential of the company it reprecerts. 
Likewise, the price of a bond depends 3n its 
salety, its yield, and the vields of compet ng 
fix24 income investments. The price of gcld, 
hewever, depends on different factors 
including he supply and demand for gold, he 
statis of the US dolar, inflation anc interest 
rates While the effect of these factors cn he 
go.d price are somewhat complex, the 
important point to remember is hat they tase 
the price cf gold to move independently 3f he 
prices of other assets in a portfolio. Nacio 1al 
cu rencies have come and gone throuzhet 
history but go.d has remained remarkaoly 
statle. It is not directly affected 
by tie economiz policies of any 
individual ccuntry and it 






Na-icnal currencies 


Dr. A S Harish, Manager, The Vysya Bank Ltd., Bangalore 


needed For with a strong undervaluation of the 
domestic currency, inflation is imported anda 
strong overvaluation leads to darnaging foreign 
competition for export and import-competing 
industries. Therefore, interventions in foreign 
exchange markets under flexible rates have 
been the rule rather than the exception. Most of 
the people are in favor of abolishing gold as a 
reserve and those selling it have pointed out 
that there is no return on gold holdings But 
they have left out the other question, namely 
that concerning the safety of reserves. The 
issue related to the safety of reserves is the 
strong fluctuations of exchange rates caused by 
different rates of inflation It should be obvious 
chat a devaluation caused by higher inflation 
makes foreign exchange reserves more risky 
zhan gold in the long run 


Again, under the so-called new economy, 
zhe monetary base is always shrinking as a 
percentage of money For instance, let us 
imagine a scenario where all 
firms and households are 
connected with their 







canot be repudiated or frozen have come and gone, computers via the Internet to 
as in the case of paper assets. | byt çokd has remained | a clearing agency, and are 
aG Uke geld, the | remaray able | il E T 
declined over along period |- 18 not directly affected | they also enjoy a credit line. 
of time. Pak . _ ov de economic a ae a ae 
over a A DnA ime l , po. icies of any | longer be needed In such a 
gold will regain its! indixidual country ` situation, the solution for 





acceptance? 

Market cycles are permanent facts of þf 
bu“ zold has maintained its long-term val 1e.In 
conrast. most currencies including tle J3 
do lar and industrial commodities heve 
generally declined As far as, gold regainmgits 
acceptance in the long run, it is apprcpriate to 
mention that Central Banks are now s2llmz 
their gold reserves. Central Banks need 
res2rves; if they have fixed exchange rates or 
thelr currencies, since they have to inte-vene 
in fcreign exchange rates to maintain the fixed 
pariy. But it is not generally thought that even 
with flexible exchange rates reserves ere 
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controlling the money 
supply would be to fix a parity 
of the then digital money to a certain unit of 
gold or a commodity basket. This would 
provide a much better solution than to exert 
control with the help of minimum reserve 
requirements or other regulations. 


C Considering the abundance of 
dollar compared to gold, do you think 
that it will lead to a non-acceptance of 
dollar over a long period of time of about 
30-50 years from now. 

Presently the US dollar is the world’s only 
international currency. As per the estimate, 
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around 70 percent of all the greenback notes 
that are produced circulate outside the US. 
Ninety percent of all commodities are invoiced 
in dollars; 90 percent of all foreign exchange 
transactions have the dollar on one side of the 
trade. The manufacturing invoicing picture is 
not as clear, but approximately 40 percent of all 
exports from Japan are invoiced in US dollars, 
and approximately 70 percent of all imports 
into Japan are invoiced in dollars 

Approximately, 61 percent of all foreign 
reserves in Central Banks are denominated in 
US dollars. The euro is the largest regional 
currency in the world, but it is not an 
international currency, and for it to become an 
international currency depends on something ~ 
happening to Fed policy and the quality of the 
dollar. It is in this context, that it is important to 
distinguish between the status of gold as a 
reserve asset and its potential as a currency 
anchor. 


C) What change do you foresee in the 
global currency system in the next 
(a) 10-20 years period, (b) 40-50 years 
period, given the history of the present 

system? 

The advent of the euro is a very important 
event in the international monetary system, 
indeed, it is the most important event since the 
breakdown of the gold exchange standard in 
1971 In a way, it has another dimension of 
importance in view of the combination of 
several large countries and many small 
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countries into one currency zone creating the 
potential for a change in the power 
configuration of the international monetary 
system. Thus, with more and more countries 
accepting the euro as their currency may result 
in a combined GDP that is probably larger than 
the US GDP Thus, with this weight in the 
system, the monetary mass in the euro zone in 
years to come will be larger than the dollar area 
subject to the dollar area going to remain 
constant. Another dimension to the dynamics 
of dollar and euro concerns the Asian region 
and the need for a common currency in the 
Asian region. Though it is somewhat true that 
Asia needs a common currency, it is not 
possible like Europe. Asia might develop a 
common, parallel currency, but it is certainly 
not going to develop a single currency, because 
that involves a political commitment that the 
Asian countries are not yet ready for 
Nevertheless, this is the new landscape that we 
see around us. Thus, looking around us at the 
world today, the situation is that there are three 
important currency areas. The dollar area is the 
biggest area; the euro area 1s second, and the 
Asian countries are third. 


Anything that has to do 
with reform of the 
international financial 
architecture has to deal, not 
only with the peripheral 
aspects of the system, but also 
with the core workings of 
exchange rates in these three 
areas. These three areas have a 
high degree of price stability. | 
Inflation in the dollar and 
euro zones is less than three 
percent, and the inflation rate in Japan is close 
to zero They are three zones of stability, but 
between them there is instability, with large 
potential fluctuations in the exchange rate If 
there are big differences in inflation rates, they 
will have an impact on fluctuations in 
exchange rates There is no need, however, for 






fluctuations in exchange rates between -areas ~ 


that have the same degree of price stability. 
Today foreign exchange markets are 
approaching $1 5-2 tn per day in cross-border 
transactions If the entire world used a single 
currency, the level of foreign exchange 
transactions would be zero, 


O How do you correlate gold prices’ 


with 
Gold continues to have an important role 
to play in the management of global reserves. 


The steady decline in 
gold prices in recent - 
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Gold, which performed monetary function for 
years, can still contribute, in the decades 
ahead, preserving the fundamental condition 
of orderly economic activity—price stability. 
The experience of the period following the 
Second World War shows that macroeconomic 
stabilization has always provided the basis for 
the growth of the most successful economies. 
Conserving this stability and the soundness of 
economies’ fundamentals is one of the 
principal tasks of governments and Central Banks, 
The steady decline in gold prices in recent 
years against the background of low inflation 
raised doubts in some quarters, on the 
importance of gold as a safe investment and 
hedge against inflation. Some Central Banks 
have resorted to off loading substantial 
quantities of gold, which they held as reserves. 
Another significant development of the 1990s 
was the spurt in Central Bank lending of the 
precious metal. Central Banks are lending their 
idle stocks with a view to enhance returns on 
reserves, which is bringing in good liquidity to 
the market to bridge the gap between supply 
and demand A notable development in this 
3 regard is the signing of the 
Washington Agreement by 
some Central Banks in 
September 1999, which has 
placed an effective cap on such 
operations of Central Banks. 


The gold reserves of the 
Central Banks today amount 
| to some 32,000 tons, about 
one quarter of the world stock. 
| Like other real assets, gold can 
appreciate when there is 
widespread inflation, which 
remains a threat Gold’s importance as a 
monetary anchor came to an end with the 
emergence of more rigorous monetary policies 
in the 1980s and especially the 1990s. But in 
periods of crisis gold can constitute a sort of 
reserve or guarantee “of last resort” for a 
country. 


C Would you like to share anything 
more on the relationship between gold 
prices and exchange rates? 

As of now, official reserves are constituted 
approximately 66 percent in dollars, and 
approximately 13 percent in DM/euro, but yen 
holdings are actually only five percent of official 
reserves now, and falling, while sterling is four 
percent and rising. Gold should be held in 
reserves for long-term purposes, not just to 
maximize short-term returns but from 
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liquidity considerations. Gold has some kind 
of psychological attachment and viewed as a 
symbol of stabulity. 


The rationale for holding Gold despite its 
non-interest bearing nature (there has been no 
official role for gold since the collapse of the 
gold exchange standard) is the overriding 
quality of gold. The absence of any credit risk is 
an intrinsic quality of gold, it offers full security 
as long as it is properly stored in Central Bank’s 
vaults. Gold is nobody else’s liability, and it is 
the only financial asset with that quality. The 
second characteristic is liquidity. Particularly, in 
times of global turmoil or high global inflation, 
gold is unchallenged. Certainly in 
circumstances of orderly financial markets, 
gold is not the most liquid of assets even 
though it is probably the most liquid of 
commodities. Gold’s liquidity becomes more 
apparent and increases as uncertainty grows. 
In this regard, the absence of a substantial 
return on gold is compensated by liquidity 
factor. Contrary to most other assets, gold 
prices go up when things really go wrong. 
Finally, the third motivation for holding gold is 
diversification. Gold is also a good 
diversification instrument; in the long run, the 
price of gold has shown a very low, or even 
negative correlation with the dollar and a 
negative correlation with US treasuries as well 
From this standpoint, gold in a diversified 
portfolio allows to improve risk-return profile. 

Recent market developments have, in no 
way, altered its intrinsic qualities There is still a 
rationale for Central Banks to hold gold. Gold 
can be considered as an insurance policy for 
large countries. Like any insurance 
mechanism, it has a cost: The cost of carrying 
A parallel can be drawn, concerning countries, 
maintaining an army even during peacetime. 

(The views expressed berein are the 
personal views of the author ) 
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CASE STUDY 


Xerox Corpozation 


Documenting problems. 
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In the continuing sage of accountin2 frauds, Xerox is the latest to come to the fore. The copier giant, however, got off the hook by 
agreeing to pay the largest fine ever for financial fraud but without admitting or denying the wrongdoing. Xerox is now bracing 
itself for the tough challenges ahead while trying to portray its acrounting woes as a thing of past. 


erox Corporation, a Stamford, 

Connecticut-3ased pablic 
4° XA company, had aa unorthodcx but 
effactive way of meeting or beating 
ara_ysts” earnings fcrecasts in the late 
1550s. When operating results locked as if 
they would fall short, waich ofter was the 
case, because the US office equipment 
gart was struggling x adapt tc a more 
ccrr.pelitive market for its ccpi2zrs— 
executives would “close the gap” using 
ore-off accounting f-cks. Thet i the 
central alegation—neither admutted nor 
dened by the compan /—of the S2ctrities 
ard Exchange Contmmission’s recent 
comrplaint against Xerax, a case that ics 
offiaals say is one of toe largest tinenaal 
fraids they have seer. With widened 
prabe, cor a while, 1t .ccked as -f Enron 
and Andersen will be pushed out of the 
heedlines by Xerox and KPMG. 


The Xerox web 


James Bingham, an assistant treasurer of 
Xerox was fired in Auzst 2000 when he 
complained about tie 
accounting tricks hat the 
copier company was 
us.ng to boosi its flagging 
earungs. He alleged -Hat 
the accounting woes of 
Xerox were largely 
because of a culture in 
waich managers were 
ur der intense pressure to 
“stretch” finanaal targets | 
and then to reach them. 
And the cO pesano 
was related to managers 
meeting the earning 
exzectations. Such a culture is by no 
means uniqte tc the now distressed 
copier company. Many firms, pushed to 
reach unrealistic targets in thes2 tougr 
times, are tempted to manage -heir 
numbers too, sometimes within the law 
but on cecasions, also outside it 

The troubles at Xerox started out in 
late 2000, with the advent of a simple 
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investigation of accounting practices at 
the company’s Mexican operations. But 
that investigation sparkec off a firestorm 
of controversy about Xerox’s accounting 
practices. And the company has seen its 
reputation nosedive ater being imposed 
by Securities and Exckange Commission 
(SEC), a fine of $10 mn, the largest for 
financial fraud ageinst any public 
company, and agreed to restate its 
2arnings. Xerox was able to settle the 
two-year-long case on April 11, 2002, on 
the day when ıt was filed and resolved all 
the pending issues witk SEC without 
requiring to admit to the wrongdoing. 
Xerox settled the case with SEC by 
agreeing to pay the record fine, and 
restate the results for tne years 1997 
through 2000 and also agreed to appointa 
committee composed 2ntirely of outside 


directors to review the company’s . 


accounting controls and polices. This will 


. be Xerox’s second restatement. Last June, 


it restated results for 1998-2000, saying 


that it had “misapplied” certain 
accounting rules. 

Comments Partha 

Mohanram, Associate 


Professer of Accounting at 
Stern School of Business, 
“Even though. technically 
no wrongdoing has been 
admitted, the firm is guilty 
for all practical purposes. In 
this case this was probably 
the best, because any 
proceedings would have 
dragged on forever and 
diverted resources that 
would be better spent 
ferreting other such abnses at other firms. 
Xerox’s reputation is n tatters and one 
can be pretty sure that they will be 
conservabve in their accounting, as any 
aggressive accounting by them will be 
discounted for its low cred:bility.” 

But SEC is continuing rs investigation 
as 1t concerns other parties, and has sent 
“Wells notices” (that function as a 





warning and provides recipients the 
opportunity to explain to the SEC why an ' 
investigation is not justified) to top 
executives at the copier gant and KPMG, 
its former auditor. As the lead KPMG 
partner on the account, Michael Conway, 
received one such notice. So did former 
Xerox chairman Paul Allaire and ex-CFO 
Barry Romeril. Until receiving a formal 
notice from the SEC, Conway was 
rumored to be a leading candidate to 
become the next chairman of the 
Financial Accounting Standards Board 
The fact that Conway got such a notice 
could be enough to derail his candidacy 
for the post. 

KPMG, the auditor of Xerox for about 
30 years was replaced with 
PricewaterhouseCoopers in October 2001 
without specifying any reasons. KPMG, 
on the other hand, claims, that it was 
actually fired for standing up against its 
clients. This argument, however, does not 
seem to hold water as it was fired much 
after the fudging of numbers first came to 
lightin 1997. 

As Robert A Howell, a business 
consultant, with wide experience as an 
academician at the Tuck School of 
Business at Dartmouth, Stern and 
Harvard Business Schools puts it, “KPMG 
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should have focused on. the revenue 
recognition issue, e.g., the distinction 
between product and service, and the 
timing of each. If they discussed ıt, and let 
it go, they are in deeper trouble, and 
should be held accountable.” But 
Mohanram says, “In any case, auditors 
are to be blamed in all these issues, but 
only partially. In a crazy market (2000) 
that was fixated on top line numbers, 
firms used all kinds of accounting 
gimmicks that were borderline legal/ 
illegal to push up revenues and 
sometimes income—even if cash flows 
were unaffected. With complex multi- 
year contracts, revenue recognition has 
always been an issue. In the light of these, 
Xerox's transgressions seem minor in 
comparison.” 
KPMG finding itself a target said that it 
is “bewildered” to find itself in the “hot 
seat”. “Our position, generally, is that we 
did the right thing ın this case, we served 
our role as independent auditors ... (and) 
took difficult, tough positions with our 
client. KPMG did everything an auditor is 
supposed to do and. more to make sure 
the investorus protected.” Regarding the 
_ cases against individuals, Howell says 
that the SEC, or Justice Department, 
should go after the Board, executives, and 
audit firm for significant restitution, and 
possible jail time: 
- Accounting shenanigans 
. The SEC’s complaint alleged that from 
. ‘1997 to 2000, Xerox useda host of- 
> undisclosed “accounting actions? to meet . 
-or exceed Wall Street 
- expectations and mask its 
-- true operating 
- from investors..It was the 
_ earning expectations ‘that 
’ were driving the reported 
- earnings and not the 
- performance. “Xerox used ` 
- its accounting to: burnish 
and distort operating 
’ results rather than to 
- describe themvaccurately,” 
said SEC in the complaint. 
“For Xerox, the accounting 
- function was just another , 
-~ revenue source and: profit opportunity. 


~ 
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Xerox-called “one-time-actions,” “one--- 


. For Xerox, the .. 
accounting function was 
- just another revenue 

- source and profit 


opportunity. As a. 
result, investors were 


misled and betrayed: 





‘three components: The value of-the 
As:a result;investors were misled and »- 
betrayed.” The accounting actions, which - 


market’s expectations from 1997 through 
2000. i 

On April 11, 2002, the SEC filed a civil 
fraud injunctive action, alleging that from 
at least 1997 through 2000, Xerox 
employed a. variety of undisclosed 
accounting actions to disguise its true 
operating performance from investors. 
These actions, most of which violated 
Generally Accepted ‘ Accounting 
Principles (GAAP), accelerated Xerox’s 
recognition of equipment revenue by - 
over $3 bn and increased its pre-tax - 
earnings by approximately $1.5 bn over 
the four-year period from 1997 through 
2000. 

The complaint alleged that these 
accounting actions had a substantial 
impact on  Xerox’s reported 
performance. For example, in the fourth 
quarters of both 1998 and 1999, . 
accounting actions generated 37 percent 
of Xerox’s reported pre-tax profit. 
Further by 1998, nearly $3 of every $10 of 
Xerox’s annual reported pre-tax earnings 
resulted from undisclosed accounting 
actions. Without these accounting 
actions, Xerox would have fallen short of 
market earnings expectations in virtually. 
every reporting period from 1997 
through 1999. 

The allegations in the complaint 
centered. around seven different 
accounting actions that Xerox used to ~ 


. manage Wall Street pressure. Many of ` 


these actions accelerated Xerox’s’ 
recognition of revenue into current ` 
periods at the expense of future periods. 
' Xerox ‘concealed these’ 
.actions.and the investors 
‘remained unaware that the 
company was meeting 
. earnings expectations only 
by using ‘accounting ` 
maneuvers that could ` 
compromise future results. 
Several. of these 
accounting actions related ` 
to Xerox’s leasing 
arrangements. Under’ 
~these arrangements, the 
‘revenue stream from: 
Xerox’s customer leases typically had: 


equipment (whictrinternally Xerox refers 


toas “box”); revenue that Xerox received - 


for servicing the equipment-over the life 


"Once a company moves earnings 
from one period to another, 
operating shortfalls that occur 
thereafter require it to engage in 
further accounting maneuvers that 
must be even more “heroic”. 
These can turn fudging into fraud.” |. 










Warren Buffett, CEO, 
Berkshire Hathaway 


financing over the course of the lease 
period. Xerox resorted to accounting 
actions to shift more lease revenue to the 
“box”, so that a greater portion of that 


revenue . could be 
immediately. 

SEC alleged that two accounting 
actions with the largest impact on Xerox’s 
financial statements were methodologies 
that Xerox called “Return On Equity” 
(ROE) and “margin normalization”. 
Xerox used the ROE method to attribute 
revenue to equipment that the company 


recognized 


historically -had allocated to financing. 


From 1995 through 2000, Xerox based its 
earning reports.on its assumption of a 15 
percent ROE for determining the finance 
component of its sales-type leases. 
Between 1997 and 2000, Xerox continually 
depressed its estimate of the fair value of 


_financing, thereby-increasing its reported 


equipment revenues. It did this by 


„expanding its ROE method to new 
. geographic 
- strategically timed changes in the factors 


areas and through 
and assumptions used to calculate the 
lease interest rate that would produce a 15 
percent ‘ROE. In other periods, Xerox 
adopted or changed assumptions used to 
estimate the interest rate required to 
produce a 15 percent: ROE, such as the 
appropriate effective tax rate, debt-to- 
equity ratio, administrative cost 
allocation, and the tax timing benefits. As ` 
a result of these continuing changes, 


_ more and more income was shifted to the 
. equipment. 


: Margin. normalization shifted 


-revenue to equipment that historically 


: offs,” “accounting tricks” and “accounting Smk of- the lease--and financing revenue that .had been allocated. to servicing. AS a 


- opportunities,” were an off-shoot-of a -- -Xerox received on loans-to 1ts-lessees.- 


- four-year-scheme ‘orchestratéd by the 


Under GAAP; -Xerox was: required to 


-Tesult.of_intense price competition in the 
1990s, as foreign manufacturers grew 


- senior management to“closethe gap”1n book revenue fromthe “box” atthe ’ increasingly sophisticated and in some 


‘Xerox’s ~ parlance, - between ‘the ~ 
company’s operating results and the 


beginning of the lease, but-was required 


to book revenue from servicing and 


‘instances-beat Xerox to the market with 


color and digital copying technologies, 
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margins on Xerox equipmer.t declined 
especially outside the United Sates, while 
service margins remained stable. Ins-ead 
o: disclosing this as a cause of reduced 
equipment margirs. Xerox rea-located 
revenue from service to the “box” based 
on an-assumed gross margin difterential 
between service ard the “box”. Margin 
normalization, like KOE, was a -op-side 
adjustment made by Xerox near the end 
of reporting periods. Sales and al ocation 
zf revenues were initially cooked by 
- zperating units, which did not use margin 


rormalization. Thea, on a consclideted. 


level, managemen: reallocated Xerox 
aven made th2se. reallocations 
retroactively to-transactions tat had 
already been repo: ted in its financial 
statements. 

i These two methodologies, which did 
aot comply with GAAP, increased 
Xerox's, equipment revenues by $2.8 bn 
ar.d its pre-tax earninzs by $66) mn from 
197 to 2000. Xerox also used. 
approximately $1 bn of add.tional 
accounting actions to artificially improve 
its operating results These edcitional 
achoné included the improper use of 
“cushion” or “cooEie jar” reserves: It 
pumped up its earrings by near y $500 
mn through the relzase into’mcome of 
excess or “cushion’ reserves originally 
established for some other pupe end 
released into inzome 

approximately 20 other | 
excess reserves totaling ` 





Corporate deceivers do 
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-Impact of “One-Off Accounting Actions on Pre-Tax Earnings > 
for the Quarters. During 1997-1999 


Sinmn 


Cte HH Ge WF 
[ | uUndertying Pre-Tax Earnings 
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Most analysts didn’t change their | 


earnings estimates after the SEC fine was 
announced. Christa Carone, Director, 
Corporate Public Relations, Xerox 
Corporation says “The restatements that 
are now being processed primarily reflect 
changes in the timing and allocation of 
revenue. There is no change to the actual 
amount of revenue that was received 
over the period of 1997-2001. There is no 
impact on cash received or contractually 
due to be received.” Moreover, the 
restatement should also boost Xerox’s 
2002 and 2003 revenues as it was still 
booking revenue upfront 







S396 mn to improve its | aw i year equipment leases, but 
earnings from 1997 f not break the law, but- | that revenue will now be 
through 20C0. eventually they find that „booked over the four-year 
eee which includes this 

‘The aftermath < carporate deceit is: : .| year and next. 
Alchough the restaternent |, ` difficult 46" sustain, ` Initially, Xerox resorted 
-and fine are manageable > to re ee actions 
end most analysts rate the “Deceit deinds more. to add only a penny or two 
stock as EONA term - to quarterly earnings to 
l » deczit until Tay meel Wall Sersan at. 





cutlook is gloomy The 
restatement will primarily |: 
reflect adjustments m the 
tming and dllocaticr. of ie revenue 
and could-involve a reallocat.on of 
ecuipment sales revenue in excess of $2 
. En from 1997 through 2000. Wh:lẹ 
Xerox’s sales figures for. the individual 


years will change as a result of the. 


restatement, the agregate cf-the 
revenues for all years in question will 
remain unaffected. As only the tiring of 
revente recognition was in question; and 
nət the amount becavse Xerox artifiaaly 
irflated sales and income from’ 1397 to 
- 1999, the restatement will reduce revenue 
fer those years and boast stated revenues 
for 2000 and 2001. 


4h è 


-the pile'collapses. -. 


meet ey analyst estimates through 
‘operations, reliance on “one-offs” 






at sit increasingly difficult to 


became more pronounced and accounted 
for a growing percentage of reported 
earnings. 

As Warren Buffett, CEO, Berkshire 
Hathaway, Omaha puts it, “Once a 
company moves earnings from one 
period to another, operating shortfalls 
that occur thereafter require it to engage 
in further accounting maneuvers that 
must be even more “heroic”. These can 
turn, fudging into fraud.” At first 


- corporate deceivers do not break the law, 
‘but eventually they find that corporate 
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in 2000. for typical four-' 


However, as Xerox found ` 


ais aS 0399 HS 
[] One-Off Accounting Aczons 


deceit is difficult to sustain: Deceit 
demands more deceit until eventually the 
pile collapses under the weight of its own 
unsustainable schemes. 

However, Xerox has been able to 
come out of the accounting scandal 
successfully. As reflected in the words of 
the company’s CEO, Anne Mulcahy, in 


‘her speech to the Chief Executives Club, 
‘Boston, “As faz as I’m concerned, the 


SEC issues are behind us. We have 
settled and we are moving on. There is 
not a lot I can do about the past—or the 
residual press coverage.” Adds Carone, 
“Putting this issue behind us1s in the best 
interest of’ Xerox and our key 
stakeholders. It was a difficult and bold 
decision...but one that will serve Xerox 
well in the long-term.” 


Bracing for a tough future . 
The SEC fine, restatement and damaged 
reputation are not the only problems that 
Xerox is facing now. The biggest 
immediate problem is to refinance the $7 
bn loan and another possible snag could 
be expensive and time-consuming 
shareholder suits linked to SEC case. 
--The restatement of ‘financial 
statements—in a period ın which Xerox 
was a hot stock, could open the door to 


‘lawsuits’ by shareholders. In the 


beginning of 1997, Xerox shares traded 
around $28 (adjusted for splits). They 


! climbed as high as $60 in the beginning of 


1999, before starting a steady march 
down to less than $5 at the end of 2000. 
However, shares have now gained a bit, 
but continue to be volatile, since then. 
Xerox’s market value is down by 90 
percent or $40 bn in the past two years. 
While Xerox certainly faced other 


- important operational problems, which 


~ 
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drove both the run-up and the decline, 
investors who bought shares in the end of 
its golden days could claim substantal 


damages. However, they will have to - 


prove that Xerox was willful or negligent 
in how it reported its income. But Carone 
says that, “Xerox’s settlement with the 
SEC does not change the company’s view 
on the outstanding litigation as Xerox has 
neither admitted nor denied the SEC’s 
claims and Xerox intends to vigorously 
defend itself in these cases.” 

~ A key hurdle faced by the office 


equipment giant as it works to restore its - 


fiscal health 1s refinance of debt revolver 
that is due in October 2002. It would be 
forced to file for bankruptcy if ıt fails to 
convince its bank group consisting of 57 
banks that are involved in the revolver. 
Moody has downgraded the company’s 
bonds rating, which were already in junk 
territory, by as many as four notches, 
citing concerns about debt relative to free 
cash flow. Fitch has also lowered its rating 
outlook from stable to negative. The 
ratings changes, which will increase the 
copier maker’s borrowing costs, affect 
about $9 bn of debt. The ratings 
considered the company’s weakened 
credit protechon measures, refinancing 
risk of the revolver, significant debt 
maturities for the next three years, the 
competitive nature of the 
printing industry, the 
necessity for constant new 
product introductions, 
and overall weak 
economic conditions. 
Though there may not 
be any problem in getting |, 
the refinancıng, the 
downgrade may increase 
~ the borrowing cost and 
may cause banks to place | = 
restrictive covenants on |` 
Xerox. As echoed in C2 
Carone’s words, “Xerox is on track to 
complete its negotiations with revolver 
lenders no later than the end of June. 
There is no doubt at all that this 
commitment will be met. Xerox 1s paying 
down a portion of its $7 bn revolver and 
refinancing the remainder. This is a win- 
win for Xerox and 1ts lenders and there is 
absolutely no uncertainty in the parties’ 
ability to complete these negotiations in a 
timely manner.” 
The company is fundamentally 
_ different from what it was two years ago 
and the future for the world’s, largest 
` copier company looks robust. It has made 
significant progress with its turnaround 
strategy as the previously announced $1 


if Xerox can get the ` 
banks to renegotiate. 
its debt, and i ae 





company better and year 2002 will be one 
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Impact of “One-Off Accounting Actions on Reported EPS and Comparison to 
First Call Consensus Estimates for the Quarters during 1997-1999 
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bn cost-cutting program was achieved 
ahead of schedule and was larger than 
anticipated, including a more than 10 
percent reduction of workforce from 


year-end 2000. Asset sales have totaled. 


more than $2.0 bn, including an 
agreement to outsource approximately 
half of its manufacturing, the common 
stock dividend has been eliminated, and 
the company has exited businesses that 
puffed up its market share but did not do 
much for the bottom line. A year and a 


half ago, the company teetered on the: 


brink of bankruptcy and 
since then, it has reduced its 
workforce by more than 
13,000, bolstered cash to 
$4.5 bn—including the 
recent sale of $746 mn in 
senior notes—sold non- 
_‘,| Strategic assets and found 
t >`] partners for-others. As 
BAVE: -| Carone, optimistic about 
“gzj the future, puts it, “Xerox’s 

5i new management team is 
continuously working 
+ -#i.towards making the 


of Xerox’s biggest years in terms of new 
technology and services as they are about 
to launch five new product platforms.” 
There are indications that the 
fundamental business is improving. As 
revenues are forecasted to range from 
flat to down, it is crucial that:Xerox 
continues its cost-cutting programs in 
order to‘return the core operations to 
consistent profitability levels. Cash flows 


-remain strained and will have to increase 


significantly in order to meet debt 


obligations; ‘The company has about $2.4 ~ 


bn of vais erase maturing this year 
and -$2.9 
economic weakness and diminished 


-party - transactions or 


n in fiscal 2003. However,- 


capital spending levels have reduced 
Xerox’s prospects for significant 
ımprovement ın revenue growth and 
debt protection measures in the near 
term. The economy would be the largest 
factor, as the color-production segment is 
associated with high-end machines. 


Chastened Xerox? 


“Again, let us not make an Enron out of 
Xerox. The stock is down to $8 from $10. 
That it was at $10 from $40-50 before, 
owes more to real problems facing the 
firm than any accounting problems. This 
is basically a fundamentally sound 
company that was over aggressive in its 
accounting. There are no shady related 
market 
manipulating activity here,” says 
Mohanram. Xerox- will soon hire an 
independent consultant to review its 
accounting policies. If Xerox can get the 
banks to renegotiate 1ts debt, and impress 
customers with its new products, 
investors might have something to look 
forward to. Of course, the question for 
investors is how much of upside Xerox 
has. Will Mulcahy be able to reduce 
expenses further, introduce new and 
compelling products and convince 
investors that its name is not 
permanently tainted? Xerox may be one 
of the lucky ones and remain a “market- 
share leader in high-volume segmentand - 
boast of being the industry’s largest sales 
and service organization.” m 


Related Articles: 
1. Andersen: Credibility at stake, Analyst, February 
2002, Reprint # 1-2002-02-06 


2. Eruption of Mount Andersen, Analyst, April 2002, 
_» Reference # 1-2002-04-04. 


A Sowdeepti, Team Analyst 
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FINANCIAL MARKETS 


Catastrophe Bonds 


CATS out of the bag 


Recent disastrous events like the 3/11 incident have given the catastrophe bonds a new lease of life. They have become so popular 
that they are serious}y being vien ed as alternatives to reinsurance. These instruments are now reshaping the insurance industry. 


- 


he events of September 11 have 

affeczed businesses ın more ways 

than one. Nowhere was -he impact 
more intensely relt -han in the insurance 
industry. The insucence claims wvefe in 
zillions of dollars anci the reinsurers were 
counting their bills. The insurance rates 
surged and this turmoil seers to hav2 
ziven a fresh lease of life to she 
i Catastrophe bords. -~ ` 

Catastrophe bonds (or CAT A as 
they are called) are instruments issued 
usually by the reinsurers to hedge‘a part 
of the msk they tear- Part or the whole of 
the principal may be ~efundable-in nature. 
“iis means the investor may nct get back 
part or whole of tne principal. If the 
principal is protectec. or secured, then zhe 
investor will get Sack the monev acter the 
tenure of the bord. Usually, a pari of the 
principal is variasle and é part 1s 
protected. The coupers are also different 
The ccupon on the pr=:ected part is lower 
compared to the varile part. 

The returns for the 
investcr depends on 
whether-a_ particclar 
catastrophe occurs or not. 









Catastrophe bond isa 
fixed income investment 


suitably for the interest sunk in such 
bonds.-On the other hand, if a 
catastrophe does occur investors lose 
the entire principal and the funds are 
transferred to the insured. 


Risk-return profile 


What are the risks and r2turn of this 
particular instrument? If cne studhes the 


- catastrophe bonds properly one will ` 


realize that its beta (market risk) is zero. 
Its pay-offs are not correlated’ with the 
market at all. If an investor buys a 
catastrophe bond his entre risk is non- 
systematic in nature. 

Coming to the returns side the 
expected return on such bond should be 
exactly equal to the risk-free rate of 
return. If catastrophe boncs are issued 
with the same expected pay-off as a 
risk-frée treasury bond gives, then no 


risk-averse investor will invest in such | 


bonds. Because of imperfections in the 


reinsurance market, the risk premiums 


on such bonds turn out to 
- be positive. 

So are the catastrophe 

bonds similar to the more 





e | Core” | eet nek toate, 
percent coupon anc the „very high investment Faculty, Finance and 
entre panapa he | ings and hence make | =", vey of 
earthquake. However, if | the investanent grade, . Spain, clarifies, “In the case 
tren the Investor mar ger |: Which weather J" Suite miles but they are 
(sev) 5 percent coudon, derivatives can never do | fot similar in case of 





and only half of the 
principal. In the extreme case, the 
investor may not get tack anything at all. 

Sunply put catastrophe bonds work 
lik2 this. An insur2> creates a trust 
account, enters intc a reinsurance 
ccntract with a third party and 
sur.ultaneously issues catastropre Fonds 
to- the investors. in the event of 
ncn-occurrence of any catastrcphe, 
investors receive their investment back 


with an interest that compensates them `. 


~ 


Ağ « 


hurricanes and windstorms. 
Technically, a catastrophe bond is a fixed 
income investment vehicle trat can have 
very high investment ratings and hence 
make the investment grade, which 
weather derivatives can never do. On the 
underlying in the contract, you could 
consider a similarity in that a hurricane or 
windstorm cat bond is a kind of out-of- 
the-money option on wind speed and 
rainfall levels. Nevertheless, the low 
probability nature of cat bond trigger 
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events requires a different methodology 
than the one used for weathe: 
derivatives.” . | 

Pitabas Mohanty, Professor, T À Pa 
Management Institute echoes the samı 
with an example. He explains “Weathe 
defivatives help one in hedging agains 
certain weather related events. Suppose 
there is a five-star hotel in a hill station 
The number of tourists depend on thx 
weather at the hill station.. If the 
temperature is above, say, 45°C (or if thi 
rainfall is above certain level, etc.), ther 
the buyer of the weather derivative (u 
this case the hotel) can get compensated 
Suppose, the hotel gets very few tourist 
when the temperature 1s above 45°C. | 
can compensate itself by buying a cal 
option, for example. The call will ge 
activated rf the temperature rises to a leve 
higher than 45°C. Then the buyer of tht 
call will get compensated as per i 
predetermined formulae. There is somi 
simuarity between weather derivative: 
and cat bonds. However, they differ ir 
terms of the nature of the buyers anc 
sellers, the pay-off function, etc.” 


Greenhouse not Greenspan 
These catastrophe bonds have certair 
unique characteristics, which differentiat 
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them from the other financial 

instruments. The prices of these bonds 
seem to depend more on the 
greenhouse rather than on Greenspan. 
These instruments are not affected by 
the change in interest rates nor the 
volatility of the stock prices. Further, 
they are also not affected by whether 
the economies are ın recession or are 
coming out of 1t. As mentioned earlier 
these are the zero beta instruments, 
which have no correlation with the 
stock market index or the interest 
“rates. The yield on these instruments 
varies depending on the nature of 
disaster and the severity of it. They 
normally carry a interest of 300 to 500 
basis points above the LIBOR 

So who are the issuers and 
investors of catastrophe bonds? 
Technically, anybody can invest in 
catastrophe bonds. But usually large 
institutional investors invest ın 
catastrophe bonds. When catastrophe 
bonds were first issued in the US, the 
Securities Exchange Commission 
raised certain objections to individuals’ 
buying catastrophe bonds. 

It is imperative to understand that 
anybody who 1s buying the catastrophe 
bond 1s actually providing insurance 
services to the reinsurer or the insurer (as 
the case may be). But as per the law, only 
certain institutions with certain minimum 
net worth and with a proper license can 
provide insurance service. Therefore, an 
individual or a mutual fund cannot buy 
these catastrophe bonds. However, SEC 
subsequently relented and allowed the 
normal investors to buy catastrophe 
bonds. 

The basic motive behind buying a 
catastrophe pond 1s risk diversification 
_ Since the beta of a catastrophe bond 1s 
zero it provides tremendous scope for 
risk diversification. 

Mostly insurers and (or) reinsurers 
issue catastrophe bonds. The basic motive 
behind issuing catastrophe bonds is that 
the transaction costs are lower compared 
to reinsurance. Catastrophic events 
(when they occur) cause substantial loss 
to the insurer. Catastrophes may even 
disrupt the entire insurance market 
Because of the large amount-of money 
involved, the market for such risks 1s very 
thin. This inflates the insurance loading. 
The loading 1s substantially higher than 
the expected loss from the catastrophe 
event. Since the capital market has more 
depth, the remsurance company can get 
the required fund by incurring lower 
transaction costs. 


All About Catastrophe Bonds 


e Risk and return in investing in catastrophe bonds 


Catastrophe bonds are debt contracts issued by special purpose vehicles (shell 
companies whose only real purpose is to hold claims on assets and issue debt/ 
equity against those assets). The assets they hold are the capital raised via the 
debt issue plus contributions from the insurance/reinsurance company behind 
the contract. The return to holders of the debt is the return of their 
investment plus an above market return (their initial investment plus the 
contributions from the insurance company) if there is no triggering event or 
catastrophe, The risk, of course, is the occurrence of a miegenng event, which 
by construction, should be quite rare. In general, the definition of a 
catastrophe has been the occurrence of either one or a number of large 
catastrophic events, such as earthquakes, hurricanes, large windstorms, .... 
The definition of large has been either physical (Richter scale magnitude, 
epicenter location, and depth, for earthquakes, wind speed, and landfall location 
for hurricanes) or financial (dollar losses for the industry or a particular company 
generated by the event). 


e Investors and issuers of catastrophe bonds 


In general, investors are large funds with a very diversified portfolio in fixed 
income and the occasional hedge fund. Issuers are large insurance companies. 
The motives behind these issues are varied but primarily tend to be related to 
the search and encouragement of alternative sources of reinsurance cover and 
ways for capital to enter the reinsurance market to lower reinsurance costs. 


e Catastrophe bonds and reinsurance industry 


An insurance company can issue catastrophe bonds and it certainly can look 
at such bonds as alternative to reinsurance. The reinsurers generally charge 
very high loading to insure against any risk with very high-expected loss. A 
paper by Kenneth Froot in the Jornal of Financial E onoma (2001) shows 
that the premiums are much higher than the expected losses. This also 
discourages purchase of reinsurance by the insurers. The costs associated with 
issuing catastrophe bonds are much lower than the costs associated with 
reinsurance. Therefore, the emergence of cat bonds will help in making the 
reinsurance market more competitive. 

Catastrophe bonds are an alternative source of hedging for the insurance 
companies. Since the depth in the catastrophe bonds will always be higher than the 
reinsurance market particularly at the higher end of the reinsurance market, 
catastrophe bonds will provide the much needed compeution in the reinsurance 
market. 


transactions, a time delay exists ın settling 


Instruments for catastrophe 


Why are the insurers looking for 
alternatives to reinsurance when that 
model has served them for man 
years? Reinsurance model thoug 
simple and flexible has some inherent 
drawbacks like the possibility of the 
reinsurer defaulting. This happens in 
the event of a large catastrophe and the 
loss suffered by the reinsurer 1s beyond 
his capitalized quantum. 

The problem of moral hazard is also 
mherent. Once the insurer 1s through with 
the reinsurer there is no incentive for him 
to exercise due diligence. As the 
reinsurance contracts involve a set of 


the claims. In the case of Indian insurance 
companies there are other specific 
problems. As the reinsurers are all based 
abroad the premium 1s affected by the 
international events. 

On the other hand, in the case of the 
catastrophe bonds the default risk is 
eliminated. This 1s because cash 1s 
collected upfront and put in an escrow 
account. If opens the window to the 
huge capital market, which enables 
access to enormous funds. It also 
eliminates the transaction costs 
associated with syndication of 
reinsurance Effectively, individual 
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insurers can us2 the apprcach to 


s2curitize catastrophe risk enc cbta:n. 


finance fo meet their unique needs. 


Reshaping the insurance 


business 
Driven by the positive unde. the 
catastrophe bands could reshap2 the 
insurance business. The catastrophe 
bonds T ecialiy the ore-year 
instruments have T a huge hit with 
the investcrs. Typically the reinsu-ence 
business goes through boom and. bust 
cycles. Managir.g a catastopfe tisz is a 
rightmare. When a wave of d sasiers 
takes place it depletes the reinsurance 
companies of their capital leaving no 
sther alternat:ve but to jack up the 
cremiums. And after the disaster prone 
years give way to the disaster free vears 
che reinsurers reolerish thar capital anda 
orice war starts among the re-nsurer 
-eading to a fallin the reirsurance p-ices. 
Normally, the d-saster prone 
‘rears are the time when che 
popularity of ORT 





The catastrophe bonds 


stil] remained cheaper compared to the 
reinsurance.” 

Jose agrees that the’catastrophe bonds 
cushion insurers but are alarming the 
reinsurers because they are increasingly 
being seen as alternatives to reinsurance. 
He says “Technically, a catastrophe bond 
is a way for an insurance company to 
purchase reinsurance directly from 
capital markets so that the comment 1s 
well justified. On more practical terms, 
the issue of cat bonds is a relatively 
expensive endeavor so that reinsurance 
companies have a competitive cost 
advantage, better methods for evaluation 
and more experience. It may turn cut that 
cat bonds end up being used by small 
reinsurers to increase their risk capacity 
and exploit their experience and 
knowledge. Regardless of how reinsurers 


feel about them, cat bonds should 


increase competition and capacity in the 


" reinsurance market resulting in lower 


reinsurance costs.” 
Investors were also 
more than willing to 


bands akyrocker. cushion, insurers but | invest in catastrophe 
This is the time wen the | bonds. The series of 
are alarming the Federal rate cuts made 





reinsurers charge ‘high 
premiums, hence :rsurers 
looking for a cheaper 
alternative go for catastrophe 
bands. In this way the price 
volatility would maderate. 
Szme even feel that this 
might lead to a shakeout in 
the reinsurance imdustry 
with some of them 


morphing into intermediaries or 


consultants’ in tie. area oi risk 
managemert strategi 

What was the effect of the Sepenber 
11 incident on the insurance industry and 
sp2cifically to the catastrophe bonds. 
Pitabas Mchan-y urderiines tre role 
played by psycholcgy in case of cuck. 
catastrophe. He echoes the statement of 
tie psychologists “Whenever a very 
unlikely event occurs, the market ~erises 
ts expectation of such events ocaur-ing 
again in future. Taus cor example, assume 
that the probabiity that tnere wil ° >e a 
W_C-like attack is 0.030001. Peop e zive 
more weightage to the more recent 
avents while forming expectations of the 
future. Therefore, if a WTC-ltke erent 


occurs, they increas? the probebility 


associated wita such events.’ Tne 
September 11 incidert was just the siver 
bullet for the catastronne bonds. Witr the 


. reinsurance premiums shooting up, the- 


y-eld on the catasrophe bonds incr2ased, 
taking them more expensive. But they 


mfr @ 


reinsurers because 


the investors 
portfolio managers 
hungry for securities 
that would enable 
w] getting higher returns 

.without substantial 
| increase in the risk 
exposure. This made 
them lock towards 
catastrophe bonds. 


CATS in India 

What about the suitability of catastrophe 
bonds in India? India has to goa long way 
before these instruments can even be 
introduced. Development of these 
instruments requires sophisticated 
analysis of non-financial data and 
involvement of meteorological and 
other agencies is a must to develop 
suitable models that facilitate 


measurement of risk. In the West the 


models have been created to measure 
risk. Even the investors need to be 


- educated about the risks and rewards. 
The market sophistication required” 


for such instruments is awfully 
inadequate. The derivative market in 
India 1s still in nascent stages. The 
insurance industry is just been liberalized. 
Professionals and reinsurance agencies 
are non-existent. The regulatory 


environment is also uncertain. Even now -~ 


securitization does not enjoy a legal 


and. 


status in India. Stamp duty is very high. 
The accounting and tax treatment is also 
not clear. Changes in the Transfer of 
Property Act is necessary to facilitate 
transfer of future receivables. But steps- 
like reduction in stamp duty by some 
states and formation of a committee by 
SEBI to study the disclosure requirements 
are steps in the right direction. 

Pitabas Mohanty sums up some of the 
problems which the insurer or a reinsurer 
would face in issuing catastrophe bonds. 
Catastrophe bonds are very complicated _ 


instruments. Pricing such bonds is a very 


difficult exercise. Therefore, investors 
may find the product too complex to. 
handle. Therefore, a lot of investor 
education is required in the beginning. 
The rating agencies may also find ıt 
difficult to rate it in the beginning. Of 
course, both S&P and Moody’s rate 
catastrophe bonds in the US, and 
therefore, ICRA and CRISIL (both of 
which have partnership with the US 
agencies) may be able to surmount this 
problem. 

Finally, as per the IRDA Act only 
certain companies can provide insurance 
in India. IRDA may raise the same 
objections in India that the SEC raised in ` 
the US in the beginning. An investor of a 
catastrophe bond actually provides 


‘insurance to the issuer of the catastrophe 


bond. But the IRDA Act does not 
every body to sell insurance in India. In 
the strict sense, therefore, issuing of 
catastrophe bonds may not be legally 
possible. : 


Balancing opposite 
requirements . 

The success of a catastrophe bonds lies in 
satisfying two opposite requirements. __- 
The cost relative to the reinsurance must 
be low enough to attract the issuers. Yet 
they must be set high enough to provide 
attractive returns to potential investors. 
This would be a very difficult balancing 
act. There is no doubt that the catastrophe 
bonds have been able to perform the 
balancing act. This has increased the 
popularity of these bonds. Catastrophe 
bonds would not replace the reinsurers 
but would rather complement them. m 
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BUSINESS ENVIRONMENT 


Family Businesses 


Transformation challenges 
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Familv-run businesses are moving tewards third-generation ownership which is the most critical phase for their survival. To 
survive in the compettive environmert, they must introduce best practices and lay down clear rules on governance and leadership.. 


corporate Indz is synonymous 
- with big family-run business 
houses like Tata, Birla, Bajay, 


Relance, Murugappa, Mahincre &. 


Wanindra, Godrej, Lelohai, Pirame], 2te. 
Tara, Birla, and Bajaj have now beccme 


household names. These comparies- 


account for nearly 15 percent cf the 
Irdian economy, and their products 
have penetrated -he sves of consurrers 
in avery aspect ož life. When -he 
founders died, their empires were taxen 
over by their sons. Ard when the sons 
died, the businesses were passed or to 
their sons. Now with the second end 
third generations a- the helm, itB a 
wt.ole new India with its economy or an 
increasingly deregulatory mode. The 
descendants of the Elue-chip dynastes 
are faced with a huge chellenze: 
Transforming their compan:es into 
ccmpehiive dynamos that will prosper 
in the new global zcomomy. Compettcn 
from multinationa.s and : 
Incian entrepreneurs a_ike is | - 
‘coming on strong New, this | 
ts reckoning time fo` these 





fanily-run businesses. riultinationals and. focus on issues and 
. Indian entr eneur tensions: within the 
The genesis oP | family. A heightened 
Femily-run businesses ‘tend |": alize, is coming on concern with control 
to start with an encrepzeneur, |. . reig; ‘Now ‘can limit zheir growth 
and as long as he n the |. s ie : this igs and opportunity. 
promoter and sharehclder, it- f teckoning time E x Globally; around ' 
would be a family business. “#3 ra 65-80 percent business 
H.storically, there are very tani Cay buiinesss enterprises are family- 


fev. businesses tha= were 
started by a zroup of 
professionals. Entrepreneurs starz a 
_ business and so im the ezrly stage it would 





MM 


be family managed. The world of : 
business would not survive without - 


them. In fact, around +e world, famiBes 
are the repositories of 2ntrepreneurshbs. 
It is families that take risks and nurture 


new companies; ic is rom such families. 


tnat more entrepreneurs are found. 
Companies go through a three-stege 


Sit 






Competition from 


process; family managed then 
professionally managed and finally 
world-class management. 

It may not be surprisinz to note that 
40 percent of Fortune 500 companies are 
famuly-owned or controlled. The family 


business is-the world’s most- common : 


type of business organization. Itis also the 


most complex, with unique strengths and . 


weaknesses that stem from being family- 
owned and managed. For a majority of 
individuals, family and wo-zk are the two 
most significant things in their hives. 
Family businesses combine these two 


worlds and create a urique set of > 


consequences, which have positive and 
negative effects. The most important 
advantage is that it often starts a very 
high level of commitment to work. 
Family businesses tend to emphasize on 
high quality, invest for the long-term and 


. develop - loyal relationships with 


employees and other key stakeholders. 
This can make them 
tough competitors. At 
the same time, famuly 
businesses also tend to 



















ae 


owned ard managed. 
In India, around 80 
percent of the companies are family- 
owned. Many of these companies 
comprise of small, sole prcprietorships, 
which may never grow or be passed on to 
the next generation. Butitis ¿Iso a fact that 
many.of them are among the largest and 
most successful businesses in the world 
tike Mars, Fiat and Micrcsoft. Famuly 
businesses in the US generate half the 
Gross Domestic Product (GDP) and 


Your wife called to 


ail 


ae 
Lg ot 





employ half the workforce. In India, 
family businesses account for over 70 
percent of all businesses and contribute 
very significantly to the national GDP. In 
most countries much of the retail trade, 
small industry and all manner of-services’ 
are in the hands of the family, from the | 
corner store to the. high-tech 
manufacturing sector. T 
According to a study done by the - 
Kellogg School of US, almost 95 percent 


_ of all global business started as family . 


businesses. Although businesses of this 
description contribute as much as.60-70 - 


_percent to global GDP, only four percent 


of famuly businesses continue to grow on 
a steady basis. Just threé percent of family 
businesses survive till the third 
generation and similar figures apply to 
India as well 

Given their importance, it is-of 
concern to find that only a few survive to 
the second generation, and fewer still 
survive to the third generation. 
However, describing the characteristics 
of the next generation, Professor John L 
Ward, Founder Chairman, Family 
Business Consulting Group Inc. and 
Clinical ‘Professor, The Kellogg School, 
says, “the fact that they were more 
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educated made them more competent 
and consequently more global; 19-year- 
olds are making more wealth than what 
their parents did ın 30 years, thanks to 
_new technologies.” 

Consequent to the recent 
developments in global economies, the 
business scenario has changed radically. 
There 1s a shift from family-run business 
practices to more professional 
management styles, even though family 
businesses may continue to dominate 
the economy. The big challenge for 
family businesses 1s to adapt to the new 
competitive environment. The entry of 
professionally managed business has 
forced the family-run businesses 
globally to transform themselves into 
professionally managed business 
entities. More and more family-run 
businesses are inviting professionals to 
take care of their companies. Though the 
control over the business still vests with 
the families, operational and strategic 
aspects are now taken care by qualified 
professionals. 

In an environment which is 
characterized by increasing global 
competition and rapid market changes, 
how are family-run businesses coping with 
these challenges? It depends, says Drew 
Mendoza, President, The Family Business 
Consulting Group International. He adds, 
“Yes, there are industries, which have 
undergone tremendous waves of 
consolidahon, particularly in the more 
cash flush years of the later 1990s. However, 
there are plenty of cases in which family- 
run firms were able to 
defend their market share ” 

However, Ernest A 
Doud, Jr., Managing 
Partner in the California- 
based DoudHausnerVistar, 
(strategic family business 
advisor) says, “In some 
respects, yes they are. 
Family businesses who 
have enjoyed protected 
territories and niche 
markets are finding that the 
competition can come from 
sources outside the boundaries of the 
territories they have traditionally served. 
As I see it, these new competitive 
pressures can have a positive impact on 
family businesses. They can serve as a 
“wake-up call,” forcing them to look 
carefully at their business strategies— 
some of which are me-worn and in need 
of updating. Family businesses that 
accept and meet the challenge can actually 
come through the process better off for 


Family businesses that 
rest on their laurels and 
deny or avoid the 
challenge will be hurt, 


but it will be their own 
fault, not their 
competitor’s fault 





the experience. Family businesses that 
rest on their laurels and deny or avoid the 
challenge will be hurt. But ıt will be their 
own fault, not their competitor’s fault.” 


The Indian scenario 
The scenario 1s no different in India. With 
the economic liberalization process 
underway, more and more professionally 
managed multinational companies are 
entering India. Family-run businesses in 
India have become used to operating ın a 
controlled economy. Suddenly the entry 
of global players 1s posing challenges not 
only in terms of management but also in 
terms of long-term viability. Lack of killer 
instinct and professional management of 
massive family-run businesses are 
proving to be major sources of 
uncompetitiveness. It is always seen that 
there 1s very little distance between the 
family and business ın India. Indian 
companies need to distinguish between 
management and ownership. The 
biggest threat to the family-run business 
is from the consumer who now has 
unlimited choice with the entry of global 
players. Besides, they face the challenge 
of managing the transition. 

Not all family businesses have 
successful generation members who are 


‚competent in all facets of management. 


“Outside” professionals can be used to fill 
those gaps. If the senior generation seeks 
to step down before the next generation 
is fully competent, non-family 
professionals can be used to fill the gap 
temporarily and to help train and mentor 
members of the 
successor generation 
Few family businesses 
hke the Ambanis of 
Reliance Industries Ltd., 
the Mahindras of 
Mahindra & Mahindra 
Ltd. were able to face the 
challenges of transition. 
Others have already 
stumbled. Families like 
the Khataus, Mafatlals 
and Sarabhais, who once 
dominated textile 
industry have rolled down the hull. 
Truly, unless there is a degree of 
professionalism in their management the 
future for them appears to be dim Taking 
a cue from the failures and threats, some 
companies like Wipro, and Ranbaxy 
Laboratories took the risk of 
transformation. They have developed a 
new model—professionally managed 
but family controlled—a perfect blend of 
professionalism and entrepreneurship. 


“We rarely find a family firm in 
which nonfamily management — 
continues beyond a single 
generation. I haven't seen it 
continue for more than 10 or 15 


years.” 


`- Drew Mendoza, President, 
The Family Business Consulting 
Group International, USA 





Wipro 1s a typical example. People didn’t 
really think that they could make it in IT 
with IBM coming to India and HP 
walking all over the Indian market. 
Abbot Laboratories, the pharmaceutical 
company had a dynamic CEO from 
within the famuly. He transformed the 
company from being good to great by 
systematically bringing ın the best talent 
at the board level and in his executive 
team. Reliance also took the decision to 
go for world-class, motivated by the fact 
that they wanted to be global in costs 
There are some who decided they would 
develop their own brands and compete. 
Others like Piramal followed a different 
strategy of growing through 
acquisitions. Ranbaxy too decided to 
grow through improving its R&D and 
establishing businesses abroad. The 
South-based Murugappa Group, 
renowned, successful and now into its 
fourth generation, won the prestigious 
Family Business Award 2001 at IMD 
Luzzanne, Switzerland. 


Conflict of interests — The 


growing threat 

According to a study done by McKinsey 
recently, the next 10 years will see most 
family-owned businesses coming under 
threat because of conflict of interests 
among members of families. The study 
included 30 leading family-owned 
businesses ın India. To survive in the 
competitive environment, they must 
introduce best practices and lay down 


. clear rules on governance and leadership. 


The study makes a very interesting 
comment: “The family-owned 
businesses are giving lip-service rather 
than bringing in best practices and ıt 
reveals that these Indian firms are 
severely threatened.” Besides, most of 
them had and still have the mindset of 
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“sperty owners, and not managers. 
Such businesses are moving :owards 
trird-generation ownership, the most 
critical phase. However, their 
ccunterparts in the Wast have been wiser 
in this regard and had introduced best 
practices befcre ıt was too late. The study 
po:nted out that only seven percent of the 
fully family-ownec osusinesses have 
survived beyond the third generaton. It 
st-asses che importance of establishing a 
clear and vaud role <cr the faruly in a 
business and equal treatment of 
professionals and fernily members in 
rerruneration. 

The study also touched upon the issue 
of leadersh p. “Building leadership 
among amily memoders and defining 
their roles within a famuly are the key to 
success, The family members wh) remain 
ouside a business should not try tc exert 
much influence. Anarc. Burman. Deputy 
Managing Director, Dabur India Ltd., 
svs families should understand the 
difterence between family-owned 
Eus:nesses ar:d family-run businesses to 
stike a kalanze. He reiterated that famuly 
members might not be the most 
ccm:petent. In case family members are 
not equipped to handle a busimess, 
professionals should be 
recruited. Ir.cidentally, 
Dabur is a family-owned 
firm whose ownershi> 1s 
now with the fif:h 
generation of the 
Burman. fam_ly. 
Commenting on the 
sarre lines, Arun Bharat 
Ram, Vice-Chairman, 
SRF Ltd. noted taat 
disputes, jea.ousies and 
differences in style led to 
disintegration. In many 
family-owned businesses 
there are differences, mistrust, conflicts 
ar.d tensions between family members 
cn one side and non-family business 
executives on the othe~. Each set often has 
izs own beliefs, prejudices, biases that 
caren the way of sm>oth running bf the 
crganization. 


F-om family to professionally- 
run businesses 

Globally, there ıs a growing tencency 
towards geting outside professionals to 
rar. many family-rur business hcuses. 
Drew Mendcza expleins, “We typically 
refer to such manag2-s as Kev NFMs 
(Kev Non-Family Managers). In Worth 
America as well as m Europe, such 
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Survival is always an 
issue for family 
bisinesses. The 

inevitable passage 


betwen generations 
simply brings new forms 
of ciallenge to the 
forefront | 





managers may be put into the role of 
President or CEO when there 1s no family 
member capable of doing the job 
required. The effective transition to a 
non-family management structure while 
retaining family ownership and control of 
the stock can be complex, if it 1s to be done 
well. As explained ın the book More than 
Family, Non-Family Managers in the Family 
Business (Family Enterprise Publishers, 
2001, www.efamilybusiness.com), it is 
done best when the family understands 
and agrees upon the need for the non- 
family leadership. Also the manager will 
need to know precisely what the owners 
expect of her or him. We rarely find a 
family firm in which non-family 
management continues beyond a single 
generation. Frankly, I question that 
“Many” family firms are indeed turning 
to non-family managers to run their 
firms Yes, it does happen, but not with 
anything I would call significant 
frequency; and, when ıt does occur, I 
haven’t seen it continue for more than 10 
or 15 years.” 

Given their size and mportance ın the 
economy, family businesses play a crucial 
role in the social and economic lives of 
communities. Clearly, in case of India, 
they have played a great 
role and Indian economy at 
this stage cannot afford to 
lose family businesses. 
Ernest A Doud, Jr. is also of 
the view that “Family 
businesses absolutely have 
a place in today’s business 
environment. When they 
are capably lead and well 
managed, and when the 
owning family is clear 
about how to manage its 
relationship with the 
business, family businesses 
become most potent competitive forces. 
For this reason good, strong family 
businesses will remain the backbone of 
any nation’s economy.” Yet many family 
businesses are destroyed by family 
conflicts and lack of planning. Research 
shows only one-third of family 
businesses survive into the second 
generation and only 10 percent into the 


- third. Now most of the Indian family 


businesses are entering into the third 
generation. Ernest A Doud, Jr., opines 
“Survival is always an issue for family 
businesses. The inevitable passage 
between generations simply brings new 
forms of challenge to the forefront. To 
our experience, sell outs by family 
businesses most typically occur because 
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“Family businesses who have 
enjoyed protected territories and 
niche markets are finding that the 

competition can come from 
sources outside the boundaries of 


the territories they have 
traditionally served.” 


Ernest A Doud, 

Jr, Managing Partner, 
DoudHausnerV istar, 
California, USA 


they find they have not prepared for the 
transitions they face.” 


Outlook 


With growing competition from 
professionally managed businesses, 
family businesses are left with no other 
option but to turn to professionals. In 
order to thrive and survive, these 
dynasties need to separate professional 
matters from family interests, focus on 
core businesses, and become more 
accountable to shareholders. The 
younger generation has inherited 
overstaffed, bureaucratic companies 
with little relation to each other. Often 
profits were not reinvested in new plants 
or products, but ended up in family 
coffers. Most of them own munority 
stakes ın their companies, on an average 
about 26 percent. With shareholders 
demanding more rights and foreign 
institutions demanding greater 
accountability, the families find 
themselves under pressure to perform 
more. However, most of India’s ` 
dynasties are now trying to borrow the 
best practices from foreign companies. 
The Ambani brothers of Reliance 
Industries are an example of how to use 
liberalization to become globally 
competitive. 

As India moves toward free market 
and integrates into the global 
economy, the only way to perpetuate a 
business dynasty is for family interest 
to coincide with shareholder interest. 
The entrepreneurs who understand 
this will be the success stories of new 
India. m 





N Janardhan Rao, Team Analyst 
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Global Auto Industry 


The balancing act 


INDUSTRY 


The once buoyant auto acosiy is facing a severe downturn today. The slump in demand, overcapacity of many automakers, and 
saturation of certain ‘evergreen’ markets has placed the very existence of many a player in jeopardy. Companies for their part are 
reacting with discounts, cheap financing, shutting down plants and nadertalong pel restructuring programs. These moves 
might permanently alter the equations in the auto industry. 


good number of economists 
believe in the theory of a 30-year 
economuc cycle that determines 
our material well-being. They can find a 
good ally in the global auto industry in 
confirmation of their hypothesis. 
Consider this: Every 30 years a massive 
increase in consolidation and 


. restructuring occurred in this particular 
industry, lasting for a decade. In the initial - 


years of the 20th century, General Motors 
epitomized the early consolidation of the 
industry. The 1930s and 1960s has seen 
deepened shakeout and. merger, 


followed by the 1990s. This time around. 


consolidation amongst the auto firms— 
car, truck, and bus+—-was accompanied by 


- the consolidation of the suppliers as they 


attempted to meet’the new demands and 
global aspirations of their customers. =< 


Dilemma of overcapacity 

The players in the auto industry have 
voiced their concerns over the slowdown 
the ind ang as a direct result 
of the global economic downturn. To add 
to the woes, the September 11 incidents 
have created tremendous pressure on the 
top and bottom line of many auto 
compamies as claimed by them. But this 
general viewpoint 1s not convincing. Says 


. James Durance, Research Manager 
. (Automotive) at World Markets Research 


Centre, UK, “The auto industry was quick 
to point to 9/11 terrorist attacks and 
subsequent slump in confidence as being 
one of the main reasons for the poor 
performance of many recent companies. 


© What that-doesn‘t tell you-is that most, if > 


not ‘all;}. OEMs: (Original Equipment . 


| Manufacturers)and supplierswere-- 


-already-feeling vigorous pressures even 


- ‘battering after the US terrorist attacks.” 


| «Every year the competition is 


-imtensifying and the industry has moved 


\from a sellers market to a buyers market. 


4 


} 


| 


Specifically, North American car 
manufacturers are facing stiff 
competition from more cheap, 
fuel-efficient Asian cars. The weak yen 
and favorable foreign exchange rates 
have further dented the prospects of US 
carmakers as.1t enabled Toyota, Honda 
and Nissan to undercut them, other Asian 
rivals such as Hyundai of South Korea are 
adding to the capacity issue by opening 
new US plants. 

This has aggravated the excess 
capacity created during the boom times, 


. which now became the industry’s main 


handicap. Now the utilization levels of the 
established production capacities are far 
below the potential. Take the example of 
Ford. Ford’s problems start with its huge 
overcapacity in America. In the year 2001, 
it sold only 3:7 million cars and light trucks 
when it had capacity to produce 57 
million. The problem. 1s not-limited to 
Ford alone. The current leader-in terms of 
market share, General Motors (GM) 
operates at only 80 percent capaaty. In 
fact, there is an excess capacity of 25 
percent in North America and 30 percent 
in Western Europe, the two home bases 


.of large.auto companies. The resulting 


overcapacity 1s encouraging firms to sell 
extra cars at marginal prices in order to 
‘bring in cash. 

The basic nature of the- industry is 
cyclical and in many a market the demand 
has reached saturation pomt: This means 


that many markets have reached the - 


peak ın their demand curves and are 


definitely headed-for troughs as observed ' 
by James ‘Durance whe says, “this -has- 


happenedrin-many..Western European 
markets.recently, particularly Italy—and 


‘possibly the UK soon, which is defying 
‘gravity at the moment.”-This too has had: 


a negative impact on the top and.bottom 


` hnes'of many carmakers. Fiat Auto 
-deciared an operating loss of €429 mn 


between January and March compared 





‘with losses of €16 mn a year earlier as 


sales fell 11.2 percent year-on-year. The 
group made a net loss of €529 mn ın the 
first quarter compared with a €193 mn 
profit a year earlier. 


Deals, deals and deals! 


There are a number of ways to overcome 
these problems. Professor DG Rhys, OBE, 
Director, Centre for Automotive Industry 
Research, Cardiff University Business 
School, UK observes, “Overcapaaty can 
be overcome by joint ventures, mergers 
and takeovers, some companies leaving 
the auto industry, and closure of plants. In 
the short run, some plants can be 
mothballed or operated on fewer shifts. 
At the same time measures must be taken 
to reduce the- break even point of 
operation.” Some, if not all, of these 


- SOlutions.are being adapted by biggies in 


the auto industry. 


-. Joint wentures.and mergers and 
- acquisitions marked the-development of 


the sector, specifically in the decade of 
1990s. In- a recent development, 
DaimlerChrysler AG (which itself was 
formed as a result of the merger of 
German automaker Daimler-Benz and 
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The Restructuring Bandwagon 


The world’s biggest auto majcrs Ford, General Motors and DaimlerChrysler AG have been undertaking major 
restructuring driv2s to counter the looming clouds of overcapacity and weak sales that are hovering on the sector. 
Restructucing has been a part cf global auto industry. 


DaimlerChrys er, in 2001, -evealed an extensive restructuring plan to restore its financial health within two years. 
The main purpose df this exerci: e is to see its troubled US unit break even in 2002. Japanese carmaker Toyota has initiated a 
restructuring program code-named “Construction of Cost Competitiveness for the 21st Century” or “CCC21” with an aim 
to reduce costs by 38 bn by 2905. General Motor’s restructuring drive focused on gaining market share through a series of 
brutal price reductions on its products and cash incentives to its customers who purchased its products. These actions are 
fueled by zero credat finance offered to the customers. 


Of all the auto companies, “ord has suffered the most due to the slack demand in the auto industry. Very recently 
iz lost its market leadership to SM. The company cannot take the drastic step of closing down plants in America due 
to an agreement with the Untrced Auto Workers that says any further closure of plants cannot be undertaken until 
2003. Agrees Rhys, “Ford’s turnaround plans are soundly based and realistic. The return to adequate profits will take 
some time Attent:cn is beinz paid to cost reductions and to revenue enhancements. The former will occur quickly but 
che latter will take tume. Revenue enhancement will be based upon new models and the success of the Premier 


recovery is based upon a widespread and well thought out and thorough strategy.” The company announced plans of 


Automotive Grovp (PAG). In fact, by 2004/5, 30 row of global profits will be generated by PAG. Therefore, 


restructuring its bisiness on Jenuary 11 this year. 


he main objective of the program is to improve the company’s 


ability to eae high my cars and trucks while maintaining an efficient cost structure. Some of the other proposals 


-nclude a 


id to recucet 


uction pro 


e North American plant manufacturing operating capacity by about one million units by mid- 
decade to realign cepacity with narket conditions. Further, a material ee 


am will be initiated with the 


North American suppliers taat shares design savings, with Ford receiving 65 percent of realized cost reductions and 
| suppliers receiving 35 percen: in the first year. Through this program the company expects to improve ongoing annual 
| profits before taxes by $3 bn by inid-decade. The company is discontinuing low-margin models and is pursuing the sale 
jot nor-care assets and busires:es. It ae np a $1 bn cash realization from these actions in the year 2002. On the 


financial side, the company is reducing t 


49 cents. 


compiled from Daimler Chrysler, Toyota and Ford Motor Company. 


America’s Chrysler Corp with the deal 
worth $56 bn), Hyundaı Motor 
ompany, and Mitsubishi Motors 
(Corporation announced a joint venture 
company, Global Eng_re Alliance: LLC for 
the design, development, and 
engineering of gascline engines. The 
advanced engines will be used in “uture 
generations of vehic.es of the Chrysler 
Group, Mitsubishi Motors, and Hyundaı 
Iviotor. The joint venture partners 
tr.emse_ves are diverse in ongin, 
compecitiveness and product niches The 
fact that they have joined together -ather 
than competing with each other proves 
the daunting challenges faced ty the 
industry 

Consolidation of -he industry has :n 
many cases bailed out companies that are 
suffering due to rec2ssion in the auto 
incustry. The Italan cermaker, Fiaz, and 
GM have a simular s:ory to tell Fiat 
announced an injection of $1.6 bn into its 
battered car division Fiat Auto, which 
made losses of €549 mr: ın the year 2001. 
Fiat has a stake of 80 percent in the Auto 
division while GM owns 20 percen:. The 


56 © 


parent company has an option to seil Fiat 
Auto to GM after 2004. Fiat Auto has been 
in shambles for years, suffering from an 
over-ambitious global plan, ageing 
products, and the parent company 
entering into manufacturing agricultural 
and construction machines and venturing 
into insurance and utilities market The 
company is in major troubles after car 
markets in Brazil, Poland and Turkey 
collapsed where it had big operations. 
The company’s domestic market is also 
witnessing a consistent fall in prices. 
Moreover, the company’s European 
factories are working at only 75 percent 
capacity at a time when they need to 
work at 80 percent capacity to make 
profits. The company if 1t continues to 
under perform may be left with no other 
option other than selling itself to GM. 

An impressive deal in the auto 
industry’s recent past is the acquisition of 
the bankrupt South Korean auto major, 
Daewoo Motors by GM. The acquisition 
has generated considerable interest ın the 
industry. Through this acquisition GM 
plans to reach previously ignored regions 


e annual common stock and Class B stock dividend from 60 cents a share to 


like Asia, thus expanding its market share 
to one. of the world’s developing 
markets. James Durance also believes 
that, “Although conditions are set to 
improve in months and years to come, 
the pressure on margins will remain 
intense, and the ‘right kind’ of 
consolidation will be key to many 
players’ prospects in the future.” He 
further points out that “Renault and 
Nissan have shown how a successful 
alliance can be, with two very culturally 
distinct companies helping each other 
through therr respective rough rides with 
aplomb. PSA and Toyota’s new 
manufacturing plant in the Czech 
Republicis also an alhance with significant 
potential.” 

While consolidation is the move thatis 
largely antiapated by industry pundits, 
there are some hiccups here too. In mega 
mergers the choice of the merger 
partners could make or mar the future of 
merged entities. In addition the time 
spent in integration would shift the focus 
of the company from external 
environment to the internal problems to 
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an extent that it leaves the company far 
behind ın comparison with others ın the 
industry. For some tıme DaimlerChrysler 
seemed to be a classic case of mega 
failure, however the aggressive 
turnaround is pushing the company 
away from failure. After spending more 
than two years ın streamlining operations 
it is only now that the company ıs 
focusing on cost-cutting measures and 1s 
also taking a fresh look at product 
profiles. Durance emphasizes, “There are 


~ many examples of failed and failing 


alliances out there, however, and 
choosing the correct partner will be the 
all-important decision ” Volkswagen for 
example, suffered huge cash outflows 
from its acquisition of SEAT, a Spanish 
carmaker. The company is struggling to 
cope up with the situation and 1s ın the 
process of mtroducing new 
products that can fill the gaps 
existing m its product range. 
In addition to 
combining forces, 
compares are dealing with 
this overcapacity by 
closing down many plants 
and laying off workers. 
Ford has imitated plans to 
close down five plants and 
reduce 35,000 of the global 
workforce. oe. 
DaimlerChrysler AG, Lo oss" 
“intends to shut six plants by . 
2003 and has axed more than 26,000 
workers to save money. Isuzu Motors 
Ltd., a Japanese truck maker in which 
General Motors Corp has a strategic 
stake, 1s also planning to slash a third of its 
37,000 workers by March 2004. In fact, 
automakers and their suppliers are in the 
_ process of shedding more than a mullion 
jobs, which is as much as a tenth of the 
total workforce in the industry. 


Survival of the ‘cheapest’ 
In order to dispose of their excess 
inventories and to push the demand, 
manufacturers are resorting to brutal 
price wars, undercutting each other and 
trimmung profit margins. In addition to 
highly competitive price reductions, 
companies banked on cheap credit and 
costly marketing to prop up sales 
General Motors was consistently 
involved in cost-cutting measures for the 
bulk of the past two decades and was 
prepared for a “price-driven” market. As 
a result the company claimed its first full- 
year market-share gain in three decades 
_ and was the only company that made 
profit in 2001 among the big three car 


The entire auto 


_ industryis . 
disintegrating as 
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companies ın US (GM, Ford and 
DaimlerChrysler). Ford, in contrast, 1s 
struggling with higher manufacturing 
costs and a heavy exposure to 
low-margin fleet sales. 

Says Rhys, “Marketing measures such 
as price reductions, cheap credit, 
discounts etc., to increase sales have 
reduced profits per unit. In some 
instances this has reduced profits in 
aggregate or produced losses.” Durance 
has a sumilar opinion. According to him, 
“companies are losing over US$ 2,000 on 
each model when they are offering zero 
percent finance. In turn this is passed on to 
the component suppliers and other 
players, which is creating pressure 
throughout the industry.” The 
repercussions of this kind of fierce 
competition and the myopic strategies of 
the manufacturers to 
survive are frightening. 
Many manufacturers will 
be weakened and there is 
a possibility of few going 


out of business. 


Emerging trends 
The future will see 
companies in this sector 
adopting better design 
strategies and superior 
sxe. 2. | technology in making cars 
ss and a gradual shift to sub- 
contracting major chunk 
of manufacturing process. Outsourcing in 
the auto industry is becoming a norm in 
the Chinese auto industry where 
carmakers are increasingly outsourcing 
manufacturing. McKinsey Quarterly sites 
the example of GM-Toyota joint venture 
NUMMI (New United Motor 
Manufacturing Incorporated). Joint- 
venture facilities can offer their 
manufacturing capacity to other 
brands—a strategy that has been used 
successfully at the GM and Toyota joint 
venture NUMMI in California, though 
these two companies do compete. 

Rhys forecasts, “The motor industry 
will continue to adapt to changing 
circumstances. Problems emanating from 
congestion, noise, accidents, and 
emissions will see automakers having to 
meet more stringent social demands. This 
wili not only be in the developed world 
but will embrace automakers in some of 
the “newer” production centers.” Both 
the assemblers and the suppliers need to 


be more co-operative with each other. - 


Ten years ago, auto manufacturers in 
Detroit, US, turned aggressive on their 
suppliers by seeking heavy price cuts in 


order to recover from: heavy losses. 
“Beating the suppliers over their head” 
became the mantra for these auto 
companies. In the changed scenario, 
companies cannot afford to do that. The 
major task for these companies is to fine- 
tune therr relations with suppliers in a 
manner similar to how Japanese 
automakers deal with their suppliers. 
Companies like Toyota, Nissan and 
Honda maintain an excellent rapport with 
their suppliers and are reaping great cost 
savings. 

The car industry, a part of the auto 
sector has been experiencing novel 
changes. The industry has not only 
become efficient, but also the 
manufacturing structure has undergone a 
sea change from the one created by 
Henry Ford. The entire industry 1s 
disintegrating as most of the production 
process 1s being outsourced In future, itis 
possible that car companies will 
manufacture customer-specific vehicles, 
for delivery within, say, two to three 
weeks. This is not anew phenomenon in 
totality. This kind of “Build-To-Order” 
(BTO) strategy has been in usage for 
premium brands such as BMW, which is 
now catching the eye of volume 
carmakers. GM has initiated measures for 
a shakeout of its manufacturing processes 
and is gearing to graduate to the next 
level of BTO process. Consolidation of the 
suppliers and dealers in future will bring 
about astonishing changes in the 
structure of the industry. 

Automakers should concentrate 
more on markets in the developing 
nations and instead of setting up 
manufacturing facilities they can take the 
route of cheap imports of factory seconds 
to gain market share at lightening speed. 
Emerging markets like China and India | 
provide an excellent opportunity for 
many of these MNCs to survive 
According to a report by World Markets 
Research Centre, UK, vehicle ownership 
in China and India is bound to rise 
significantly in years to come With 
respect to India, International Players like 
Hyundai, Daewoo, GM and Ford have 
entered the market with some tasting 
early success. The future 1s not bleak for 
this sector. As more and more 
automakers realize the importance of 
making strategic. partnerships and 
mergers with other industry players, the 
sector will consolidate and definitely see a 
revival in its fortunes. = 


Shashidar Mishra, Team Analyst 
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BUSINESS ENVIRONMENT 


Russia vs. OPEC 


Storm in the oilfield 


Russia appears to be a.lset and determined to rule the oil markets again. The rising giant is giving the cartel of Organization of 
Patroleum Exporting Countries (GPEC) tough competition and anxicus moments. The battle between the two and the ensuing 
drama surrounding it—with all the economics, commerce, geopolitics, diplomacy that engulf a wealth like oil—will have great 
ramifications in the warld econcny and political scene. , 


en Russia agreed wich DPEC 
to cut 1t3 oil exports by 1,350,000 
«W tarrels-a-day (b/d) last 


December, nobody includirg itself 
believed that it would seriously ab:de by 
the promise. The decision tc curteil 
production in the Arst quarter of 2002 was 
a gesture of moral support anc was an 
easy one because the-coming winter 
meant that production would anyway 
fall. In exchange OPEC merhbers pledged 
to rim tne collechve sroducticn by 1.5 
mikon barrels a day and to lower thew 
exports by 462,50) b/d starting January 
2002. Under pressure from OPEC, 
Narway and Meraico also agreed -o cut 
200,000 t/c and 100,000 b/c respectively. 
These cuts were made b sustain prices in 
ta2 arget range of $22 -zo $28 per barrel. 
The Russians found ways to 


circumvent the promuse with the Russian - 


Government happily lcoking away. The 
export reduction pertzins to oil that is 
supvlied through pipelines outsice the 
former Soviet Union‘so the Russiar.s 
incr2ased shipments through ports and 
rail, thereby actually raising total exports, 





Major World Crud? Cil Prices, 
January 2000-Apri 2002. 
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The Russian Govermment’s decision to 
reduce export tariff on fuel o1] under new 
customs rules and to completely lift its 
quotas on fuel oil exports fueled more 


exports. Moreover, Russian companies - 


diverted crude o1: that could not be 
id aaa to domestic refineries and 
refineries ın Belarussia and Ukraine and 
exports of refined products to western 
and Central Europe increased. Russia’s oil 


- output in 2001 increased by 500,000 barrels 


a day. According to Petroleum Argus, a 
reputed British information agency 
providing information on oil and gas 
markets,-exports outside the former 
Soviet Union grew seven percent last 
year. For 2002 as a whole, Russia’s net oil 


` exports are projected to increase to 5.01 
`- million b/d. 


In March this year OPEC and Russia 
met again’ to -discuss o1] prices. The 
11-member cartel stated that it would 
continue production at the current levels 
until June.. Though Russia has formally 
agreed with’ OPEC to comply with the 


2xport reductions in the second quarter of 


2002 also, it said that it would reconsider 
its decision if prices 
stabilize. The level of oil 
prices has. . been 
satisfactory and better 
than what OPEC could 


-4T 
mmm Brent ask for. Crude prices 
-OPEC Eske | | have risen 32 percent this 
i year because of political 
instability in Middle East, 


disruption of supply 
from Venezuela. An 
embargo by Iraq~in 
protest against Israel’s 
occupation of Palestinian 
territories augmented 
prices. Of course Iraq’s 
decision to lift the 
embargo and resume 


exports on May 5 caused 
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oil prices to drop by two percent but 
crude price continues to comfortably 
hover around $25-26 a barrel. 


The rising giant 

The rising clout of non-OPEC members, 
especially Russia 1s a cause for worry to 
OPEC but comfort to others. The once 
powerful cartel ıs finding itself dwarfed 
by new players with its share in world ol 
supply steadily decreasing over the years. 
The cartel’s members are—Saudi Arabia, 
Iraq, UAE, Kuwait, Qatar, Iran, 
Venezuela, Nigeria, Libya, Algeria and 
Indonesia. The major non-OPEC oil 
producers are’ Russia, Mexico, Norway, 
Oman, Angola and Canada. While OPEC 
still controls more than half of the world’s 
crude oil exports, just three of its 
members are among world’s top 10 oil 
producers. The Gulf States, the major 
members of the cartel saw therr share fall 
from 38 percent to 30 percent. Saudi 
Arabia still remains the world’s leading 
crude producer, a position which was 
temporarily replaced by Russia in 
February; Russia officially became the 
world’s biggest oil producer with seven 
mullion barrels a day-—-edging out Saudi 
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Arabia at 6.9 million. Russian oil 
companies expect their output of oil to 
grow 14 percent to eight mullion barrels a 
day by 2005. This means that OPEC’s 
power to dictate prices is very much 
diminished because it no longer-has 
monopoly over production or supply. No 
wonder OPEC is trying to get the 
non-OPEC members to co-operate in its 
endeavors to maintain price levels. 
Russia 1s rising like a phoenix to 
recapture and become the world’s 
number one producer as it was in the 
1980s. Much of the oil that Russia 


possesses (it has 5-10 percent of the. 


globe’s proved oil reserves) was sold 
through long-term contracts during the 
Soviet era, so Russia could not affect the 
world’s oul prices then. But the situation 
has changed today. The chaotic early 
years after the fall of Soviet Union, when 
production fell by 50 percerit because of 
corruption and mismanagement have 
passed. Russian oil companies are 
showing commendable + vision, 
commitment and initiative. The Baltic 
pipeline capable of transporting 240,000 
barrels-per day to the West was 
inaugurated recently and plans -to build 
- more such pipelines are being prepared. 
. ‘Foreign companies are also showing a 
. great interest in-Russia British Petroleum 

~{BP) has raised its stake in Sidanco, which 
is an affiliate of Tyumen, Oil or‘TNK. Only 
five years ago BP and TNK were in court 


` fighting over an oilfield. Russian oil_- 
are’ conducting more. 
exploration and teaming up with foreign . 


". producers 


` oil producers to develop oilfields. 


-Unlike other countries, which have. 
nahonalized the oil industry, the Russian . 


Government’s confrol over compares is 
~ mimumal and the Government appears to 
~-have no intention of increasing control. 


Top World Oil Net Exporters, 2001* 


Country - Net Exports 
(million barrels 









: a 
.” 1 Saud: Arabia ` 7.38 
2 Russia 476 
* 3. Norway 322 
4. iran 2.74 
5. Venezuela 2.60 
6 United Arab Emirates 2.09 
7. Nigeria 2.00 
8 Iraq . . ; «2.00 
“9 Kuwat 2 5 + r 80 
10 Mexico . 1.65 

Libya ` P ETS oe 


Algera 






*Table includes all countries-with net exports 
exceeding 1 million barrels per day in 2001. 
Source EIA : 


Indeed plans to sell-off a six [, 
percent stake ın the largest oul 
company Lukoil are afoot. 

Oil companies are against 
restrictions on production and 
exports. The second largest oil 
producer in Russia, Yukos has 
opposed production cuts and has 
expressed plans to increase its 
output by 20 percent in 2002 and 
Sibneft, the fifth largest company, 
wants to raise production by 29 
percent. The companies have invested 
heavily; the money came from the export 
revenues they earned in 1999 when oil 
prices were high and the exports grew 
because of the devaluation of the rouble. 


The dwarfed cartel. 

The need to have a non-OPEC and non- 
gulf oil source has been acutely felt by the 
world. Afraid that access to the precious 
oil which 1s trapped in wells spread across 
the politically fragile Gulf nahons might 
be denied to it at any moment, the west 
has encouraged the exploration and 
development of oil ın other regions. US 
imports more oul from Mexico, Canada 
and Venezuela today. Mexico has 
replaced Saudi Arabia as the number one 


- exporter to US. American imports from 
“ Persian Gulf were 23:5 percent of total oil 


imports in 2001 while they were 27.8 


-percent.in 1977.-According to US 


Department of Energy, 48.6 percent of US 
imports come-from Western hemisphere 
today ‘while the figure was.just 34.5 
percent in 1980. The search for oil 1s on in 


- other regions. The cost of finding new oil 


reserves, which was as.high as. $22.per 
barrel for US producers, is Just around $ 
per barrel today. 

But OPEC nations still have an 
advantage because they have cheap oul. It 
takes just around $1 a barrel to extract oil 
in Saudi Arabia while it costs $6 to $8 a 
barrel to get oil in the Gulf of Mexico or 
the North Sea. If the oil prices would fall to 
low levels the OPEC countries would only 
see a reduction-in revenues, but for Russia 
it would mean consrderable losses, as 
costs of production are higher—around 
$12 per barrel in some areas. Russia is, 
therefore, delicately placed. Since oil 


exports are the most important source of 


Russia’s earnings, if it restricts exports it 


| - loses revenues but if oil price level falls, as 


OPEC says ıt would if production is not 
restricted, then again it stands to lose. 
Even if it does cut production it cannot 
trust OPEC to do the same. Production 
quotas fixed by-OPEC for members are 


‘not completely followed. OPEC 


RUSSIA VS. OPEC 


Major Non-OPEC Oil Production 





production data show compliance to cuts 
in September 2001 was running below 
70 percent, the average compliance level 
for the cartel. In fact, even OPEC’s 
decision to cut production by 1.5 million 
barrels per day was actually not heeded 
by the members and in March OPEC 
reported that members exceeded their 
production quotas by 779,000 b/d in 
February. To keep prices high they have 
undercut their market share and have 
generated idle capacity. The world 
political scene that has fueled oil prices has 
come to OPEC’s rescue. 


The compromise 

The future for OPEC as the king in the oil 
industry at least in dictating prices is notas 
assured today as it was in the past. The 
Arab nations no longer want to rely on oil 
for their income and have turned to 
banking, shipping, etc. For example, 


-crude exports contribution in Saudi 


Arabia’s economy plummeted from 
around 70 percent in 1970s to 35 percent 
today. But OPEC will continue to be the 
world’s leading source of oil simply 
because its members have vast reserves 


of cheap oil. Meanwhile Russia’s oil ` 
. Industry 1s predicted to grow. Russia’s 


future level of oil-exports will be 
determined by its ability to produce 
cheap ou, which will require development 
of new deposits and massive infrastructure 
investment especially in new export 
pipelines. However, the development of 


-alternatives to oil can see the power of oil 


economies including Russia diminish. But 
for now oil is on the agenda of both as the 
world watches the rivalry lurking behind 
the courtship for co-operation and the 
marriage of convenience. m 
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CORPORATE 


-Dabur India Ltd. 


Building on brands 
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Dabur’s core competence lies in its ability to conceive, develop and market products based on herbs and natural resources. 
However, with growing competiticn from Zandu, Baidyanath and Himalaya Drugs, Dabur’s monopoly in ayurvedic products is 


under pressure. 


he Rs. 1166 cro-é, Dabur Ind a Ltd. 

(DIL) was estaElshed in 1&84-and 1s 

one of the larzest Indian FMCG 
company dealing with ayurvedic 
products with inter2sts ın healthcare, 
personal care and focds. For more char a 
century Dabur ñas worked in active 
collaborahon with nature to, provide the 
bes: of herbal health and personal care 
products to its consumers. Today, Dabur 
15 al] set to take its abundant knowledge 
of Ayurveca tc glozal frontiers. It 
cperates in tne niche natural/ayurvedic 
products segment witi a product folio of 


ever 500 products. To its crediz, Dabur , 


loys more than 5})0 people Iccated 
throughout the globe and hes 11 
manufacturing umts 11 India, Nepel and 


Egypt. The company has overseas sales. 


and marketing offices in Duba, London, 
New York and Moscow. Its distribution 
network comprises 21 sales 
ofz.ces, 5500 distributors | 
anc. over 13 mullor. reteters 
Debur Research Foundation 


- Te withstand the 
competition, Dabur has 


-household brands include Dabur Amla, . 


Dabur Chyawanaprash, . Vatika, 
Hajmola, Lal Dant Manjan, Pudin Hara 
and the Real range of fruit juices. New 
product launches include Binaca 
toothbrushes, Imli candy under the 
Hajymola brand. The fruit juice brand was 
relaunched with new packaging; and the 
Hommade cooking paste range was 
expanded. Daubr’s core competence lies 
in 1ts ability to conceive, develop and 
market products based on herbs and 
natural resources. The top five brands 
contribute about 55 percent to revenues, 
amounting about Rs. 650 crore. 
However, the year 2001-02 was not 


- encouraging for the FMCG sector as the 


economy was in doldrums with the 
sinking demand and massive job cuts. 


.DIL too had to face the reality. Dabur’s 


zrowth rate of about seven percent is 


industry growth rate. 
Against this backdrop, 
VC Burman, Chairman, 


is ar. independent research started focusing on its . DIL observes, “We would 
orzanization with nore | do better than the segment 
than 125 scientists at its core competencies and | as we are improving 
Service. motion ; | operatiðnal efficiencies at 

Dabur 1s a closely held it | has set in 7 ‘.-| all stages of the supply 
pag hs the Barril ‘shev. of initiatives foi.) chain. The FMCG 
em uy hoiding aro segment ıs growing at 2.5 
percent of the equity. Lost Taip ip its. top line ad percent and Dabur 


of its ayurvedic/OTC 
(Over-The-Counter) 
brands are. the market leaders :n heir 
respective segments. Dabur has 
developed conside-able expertise in these 
traditional areas and hes well understood 
the consumer preferences for tradibonal 
ayurvedic remedia. measures. 

The group comprises of Debur 
Finance, Dabur Nepal Pvt. Ltd, Dabur 


Egyst Ltd., Dabur Overseas Ltd, anc ' 


Dabur Internaztonal Ltd. Product groups 
include healthcare, -ooc products, natura 
gums and allied chemizals, pharma, anc 
veterinary procucts. Its leacing 
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i percent by March 2003.” ° 
Restructuring moves 


Despite its range, investors have been 
wary of investing in this company 
because of its unrelated diversifications 
and a family-run business. To counter 
this, Dabur undertook a massive 
restructuring exercise about a couple of 
years ago,’ based on McKinsey 
recommendations to meet the growing 
competition and to focus only on core 
competencies and to gear up as the 
leading FMCG player in the country. 


slightly lower than the ` 


expects to grow by five 





As a result, it decided to spin off non- 
core businesses and induct an all-new 
professional management team. Other 
positive actions include rejuvenating the 
sales and distribution set up, laying 
greater focus on brand extensions rather 
than on new brand creation and adding 
value to products. 

It has discontinued its low margin 
businesses like merchant exports, generic 
drugs and herbal intermediates. The | 
company has also exited from two JVs 
namely confectionery JV with General 


DE Confiteria India Limited and biscuits 


JV, Excelsia Foods Linuted. The company 
has also hived off its foods business into a 
separate subsidiary, Dabur Foods 
Limited. During FY00 the company 
exited from Ayurvet Herbal Veterinary 
drugs. It sold offits entire stake ın Excelsia 
JV foods with Nestlé for manufacturing 
biscuits for a nominal value of Rs. 10. 
Dabur is also consolidating and 
rationalizing its brand portfolio. It has 
discontinued the number of small and 
marginal brands in personal care and 
healthcare products. It also decided to 
wind up its finance businesses. Though 
the company exited from beauty 
products business, with increasing 
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market size and higher margins the 
company has revived its interests ın re- 
entering the business. In FY99,-DIL has 
started implementing a BaaN Enterprise 
Resource Planning (ERP) to cut the cost of 
inventory, which 1s a major component of 
its overall costs. Because of its high 
inventory levels, 1t has to bear high holding 
costs. It seems that all these initiatives are 
being paid off, and the analysts are 
optimistic about the current year 

` Dabur has also restructured its board. 


~Due to this, six directors, namely AC 
Burman, Sidharth Burman, Air Chief 


Marshal NC Suri (Retd.), SM Datta, Raja 
Vijay Karan, and Ashok Goenka have 
resigned from the directorship of the 
company and the board has accepted the 
same with effect from April 1, 2002. Further, 
VC Burman and Pradip Burman have also 
resigned from. the whole-time 
directorship of the company, which has 


also been accepted by the board;- 
however, they will continue “as ` 


' Venturing into insurance | 


non-executive directors of the company. 
The company has completed its 


restructuring process and has exited non- . 


core businesses. With the homespun 


- philosophy that drives Dabur, it is‘now 


~ percent rise in turnover at 


gearing up to face the challenge to an 


MNC onslaught. 

On the financial front, 
the company’s sluggish 
top-line growth continues 
to be a concern. It had posted 
a net profit of Rs. 22.33 crore 
for the quarter ended | .- 
December 31, 2001 as | :-? 
compared to Rs. 21.93 [%3 
crore for the same period 
of the previous year. While 
it has recorded a 1.3. 


Rs. 319.8 crore during. the 
Same period, as compared to Rs. 315.7 
crore of the previous year. DIL is 
exporting its products to Germany, 
America and other countries. Brands like 
Chyawanaprash, shampoo and even 
Real’s mango juice are being sold in 
Canada and America. Exports account for 


10 percent of sales and will be a thrustarea - 


next year. 

ORG figures. put Dabur’s 
pharmaceuticals division as:the second 
largest growing - pharmaceutical 
company in India with a secondary sales 
growth of 37.2 percent and-a mind- 
boggling 29 New Chemical’ Entities 
(NCEs) in pipeline. Analysts say, its 
pharma division is full-of potential. In 
oncology segment, it is No. 1 in India. It is 





t 


Inter-firm Comparison - , 
(Rs. in mn) 
DIE Zandu 
Pharma 


Retum-on Equity ©) ‘ ~ 259 
Source. Eguitymaster 


working in ‘close co-operation with 
~ DRDO, CSIR and top universities in R&D. 


It is the first company in India to have. 


developed the anti-cancer intermediary 
DAB-10 and its associated i drug ae eae 
(Taxol). . 


DIL recently decided to venture into the 
insurance sector in a tie-up with Allstate. 
The venture is called Dabur CGU Life 
Insurance Company and is expected to 
start.with ar initial capital 
of Rs. 110 crore. Dabur 
CGU life, is a 74:26 venture 
between Dabur and UK- 
based CGU, which 
manages assets worth 
over £200 bn worldwide 
and is among the leading 
players in pension sector 
| in-UK, France, Iréland, 
Poland, Netherlands and 
'* |. Turkey. 

The.insurance venture 
proposes to begin its 
operations with an offer of 
three life insurance products. The profiles 
of. these products have been submutted to 
the‘ Insurance Regulatory. and 
Development: Authority (IRDA) for 
approval. One of these is a single 
premium product. The other two, a 
regular premium product and a savings 
and protection product, would be 
launched with a feature that is as yet 
unique 1n India—they will be indexed to 
inflation by default.’ 


Future Plans: 


_DIL wants to focus om deve spag the 


healthcare, personal care, oncology and 


foods businesses.-It is upgrading facilities - 
at different plants’ to achieve -faster ~ 
production and introduce better ` 


Fd 


Share Price Movement 
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packaging. DIL has plans to launch an 
entire range of ayurvedic products in the 
domestic market soon. It is looking at 
launching approximately 10 to 20 new. - 

products by next year. The thrust would ` 
be on positioning the drugs as 
prescription products rather than OTC 
drugs. The company’is also focusing on. 
exports of ayurvedic products into new 


-. markets this year including South Africa, 


Russia and Malaysia. Further, Dabur 
Research Foundation (DRF) has reached a 
Memorandum of Understanding with 


_the Central Council of Research in 
Ayurveda and Siddha (CCRAS), a council 


under the Ministry of Health and Family - 


- Welfare, for the development of a new 


drug. The’apreement .is armed at 
undertaking further upstream R&D 
work in respect .of ginger-based 


formulations developed by CCRAS for. -~ 
. the treatment of rheumatoid arthritts. 


DRF will undertake upstream research 
work on the products of Sunthi-Gugeulu 
and Sunthi-Guduch1, which would include 
development ofa more consumer- 
friendly dosage form, scaling up the 
production process for the same, unit 


- dose regulation and further clinical 


research. 

There is no doubt that Dabur has one 
of the better valuations in the FMCG 
spectrum. However, with growing- 
competition from Zandu, Baidyanath and 
Himalaya Drugs, Dabur’s monopoly in 
ayurvedic products is under pressure. - 
Besides, with HLL considering a foray. 
into this segment, Dabur-has to gear up its 
act further. Dabur is presently trading at 
Rs.55 (May 20, 2002) on the BSE ata P/E of 


20.37, m. 


'N Janardhan Rao, Team Adiyst 
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BOOK SUMMARY: 


Trading in the Zone 
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Maximizing Performance with Focus and Discipline 


Though most people aspire to trade in financial markets, they always tend to fall short. At a time when the markets are fast 
changing, it requires 2 lot of effort to remain focused while entering the trading zone. The power of trading in the zone improves 


the success rates of traders in an unusual way. 


volatiity and unpredictability or the market and the 
~cller-coaster vps and dowrs that are experienced daily 
by the traders. Mams a times, tnere are emotional waves 
== vated among the traders by these wide swings of success and 
“cilures. In the process, traders get mto psychological issues like 
resistance, fear of failure, d2fensive behavior, negative 
se.f-characterizahors and a n2gative mindset that become 
self-fulfilling prophecies. This 1s more often seen ın case of 
traders who actively farticipate in s2curiti2s trading irrespective 
o: whether they are expenenced or inexperienced 
To be successful traders must recognize the repetitive 
patterns in therr beravior and situetions where there are 
cpportunities to extend 
frnemselves. Once a 
trader is out of the 
negative mindset, he will 
be in a better position to 
enter the winning zone. 
Successful 
continually gauge the 
market and contain the 
natural distortions that 
intercere with their 
capac:ty to see the reality 
of the market For 
trading in the winning 
zone, traders need to 
learn the application of 
intelligence, 
communication skills, 
reading and taking note 
of the achvites. 


] freding 1s a covplicated process due to the incredible 
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Getting in the zone 

For entering the zone, one mus: understand the zone in the 
right sense. The zone :s an ideal psychological state where 
everything 1s done co-rectly. Encer-ng :nto the zone indicates 
tha: one 1s trying to get into a centered state of mind and 
activating positive memories of he past positive experiences. 
Tais allows the treders3 to trade m < disciplined way and stay 
clase to opportunities. Feng in the zone, taders can overcome 
inerta and perform more work wrth less effort. Once in the 
zon2, traders get a sense of freedor, excitement, alertness and 
the ability to focus wit clarity Trading in the zone 1s not that 
imsossible as much as staying in ic. It requires work, which 
begins by learning a set of skills It also requires depth, 
knowledge, ability to explain the acti nty and understanding the 
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.. traders. 


business. The better skills one possesses, the better he can 
perform even on a bad day. 

Most often players, who try to enter the zone, are those who 
think big. Although getting into the zone means different things 
to different traders, it is important to first enter the zone. It 
requires conviction and this comes from a willingness to trade 
the 1ceas and develop confidence in the ability to assess the 
crucial factors. Traders have to continuously trade to getinto the 
zone. There should be a positive effort to move into the zone 
until the nght trade is found. Once inside the zone, things move 
smoothly and in the desired direction. And bemg ın the zone 
means staying on target. It means following the strategy and 
trusting the game plan. The capacity to trust the instinct and to 
go ahead with the flow is where one can experience the 
phencmena of trading in the zone. 

However, the biggest problem 1s that of staying in the zone. 
Itis a constant process, which requires correcting the course as and 
when needed. Traders have to look for new opportunities and 
distinguish them from the old ones The key to staying in the 


-zone is recogruzing:the point when one 1s falling and trying to 


get back onto the track. Another way of staying 1m the zone 1s to 
increase the target. One needs to start playing ata different level. 
As and when one realizes the target, he needs to set a higher 
target. Trading is about solving a mystery, a problem or piecing 
together a puzzle. This process 1s very absorbing and requires constant 
and intense focus; at the same time it makes trading very exciting. 

Though human beings have an extraordinary ability to 
master the environment, they fail to master certain fundamental 
prinaples of life. Human brains lock into old habits, which, in 
turn, keeps them away from seeing the reality. Many a times, 
humans are held back by their own thinking and inclination to 
perceive the world through old perceptions. To trade 
consistently in the zone, it is essential to be aware of the 
underlying unconscious assumptions. Concepts from the past 
keep humans away from the present The way a trader trades is 
a reflection of the life principles and the conscious and 
unconscious designs or the structure of thinking that 1s 
programmed in him since childhood. The trading patterns do 
not change much, although a trader tres to shift or change 
thoughts, until he 1s aware of the past assumptons. Recognizing 
the life principles enables a trader to determine how much these 
principles influence the perspectives and responses to events. It 
is very important to consider the extent to which the concepts 
limit one’s ability to foresee things. The traders have to think 
about the obstacles in achieving the creative vision. 

The solution to escaping the predicament of early 
programming is to live outside the lumiting constraints of the 
intellect, habits and past perspectives. Consciously creating a 
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vision enables traders to do away with-past habits so that they 
can tap the full potential. There are some common life principles 
that the traders tend to develop in the course of life. Some of 
them are averting losses, rejecting a win, denying reality and 
following the herd. Unless action is taken to change these 
behaviors or attitudes, traders will not be able to push 
’ themselves to a higher level of success. 

To be successful in trading, traders should set sede goals 
and perform that amount of work, which is commensurate with 
the goals. The goal should be used as a lens through which 
‘trading decisions can be guided. One big step towards shedding 
constraints that lock into the past is to trade in terms of specific 
__ goals. It is possible to select powerful and meaningful personal 
goals as guiding posts to the actions. This will enable the traders 
to focus all their efforts on achieving results and tap all the 
untapped resources within them. Ideally it should be used to 
plan the strategy, measure the performance of what has 
changed and what needs to be added. It helps-to determine the 
size of the trade to reach the target. It also helps in knowing 
when to exit from a trade and take the profits. Traders have to 
continuously examine their goals and adjust them accordingly. 
Most importantly, goals should be their reflection and self- 
control needs to be avoided. Trading strategies have to be 
developed to attain the set goals. Then a plan has to be 
developed to implement the strategy, measure it and review it. 

- What differentiates a superachiever from the average 
performer is that the super trader sets the goals and determines 
what must-be done to-achieve it. -He does not allow his 
preconditioned beliefs and preconceptions to determine his 
actions; in.doing so he.is able to tap hidden creative energies. To 
be most successful, the trader must learn to remain confident in 
the face.of repeated losses. He has to stay focused to achieve the 
goal and build on it for further success. As the trader changes his 
. frame of reference, his response.to the events changes: As a 
. result, effective trading takes place and soon he wulfind himself - 
~ trading in the zone more often. 


~ 


- Preparing for the trade 
- In the real world: there is a disparity of-information and 
- perception between people which provides for inefficiencies in 
the marketplace. Information in trading is more crucial. The 
more a trader researches, the more.likely he 1s.able to develop 
_ his conclusions based on the.interpretation.of the data. A good 
~ trader will not nde the wave butanticipate the wave based on an 
- understanding of the.stock.and the company’s strategies and 
actions. With the. help of the. researth, only traders can~ 
differentiate between the wide swings brought about by the 
“fluctuating sentiment and the real value ofthe stock. On a higher 
level; traders need to develop interpretive skills to trade and 
. expand beyond reactive trading. To be successful, traders 
. should have some perspective that allows an ony a haa me 
-trade and a longer stay. 
‘News today may not spurt the prices of the stock but it can 
~ be used to gain the knowledge to'be beneficial in the future. The 
`. mformation gained ‘by: the trader-should have some validity. 


‘Traders have to identify-the right informationvand-determine « 


pee is pertinent to them. ‘Ehe-key is-to" determine what is~ 


a 
~ 


, relevant and real and whatis not. Inorder tobe efficient, a trader 
~~ umust have systematicways of managing the information. This is : 
‘useful to have knowledge of. the markets and the trends.~ 
-Effective management-of information helps the trader in 

understanding who is trying to do what, why, how much-and 
-when?- Delving- deeper helps-in knowing more about the 
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company, what to trade and where to add and when to exit. The 
more the trader works with the information, the more decisive 
he will be in decision-making. Perhaps the biggest challenge to 
the trader is to tme the information in the context of other 
things he knows about the stock and its trading patterns. 
Successful trades can take place only when the trader has a 
unique perspective iri comparison to the rest of the market. This 
can be achieved by proper | Information and good handling 
experience. 

Today there 1s abundance of E ın finance and 
economics. Traders can narrow it down by choosing sectors. 
Traders should allow their minds to skim the free flow of 


“—m 





` information and filter out the less important material. The small 
: pieces of valuable information make the difference between a 


-super trader and an average trader. For piecing the information, 

traders need specific tools like technical analysis and indicators 
by which they can search for and separate the vital information 
from the non-essential. Both micro and macro information 
variables should be understood and analyzed for successful 
trades. Any assessment of a company should be done in the 
larger context of state of the market. Of course, different people 
perceive things differently. Therefore, evaluating the market is 
comparable to solving a big puzzle. Markets keep changing. 
Successful traders solve the puzzle and earn a lot of money. 

-- To solve the puzzle, the information available with the 
traders'might not be sufficient always. A lot of information from 
a vast array-of sources 1s required: Importantly, traders have to 
know. the psychology that:drives the market for a particular 


‘stock. Information is.available.to all and not just the successful 


“ones. Successful traders constantly look out for more 
information and re-evaluate the fundamentals against the 
market movement of the stock and sector. All the informaton 
gathered must be used to make decisions in line with the 
strategy and to achieve the goals. It-helps the trader in 
. evaluating the company and learning more about it. The trader 


« must have more than one source of information and more than 
. one technique to evaluate the company. Only then, the trader 


will have.an edge over the others and will be successful. Greater 
the understanding af the business model, the better it is. Equally 


. important is the understanding.of the unseen variables along 
.withr the fundamentals.and information. To trade in the zone, 


traders must watch what the people are doing and how they are 
reacting. It can give a clue about whatis happening in the market 
and what is likely to happen. A good trader focuses not only on 
numbers but also on the response that is given to the 
incremental information. This base'of knowledge is necessary to 
begin the yourney'to the zone. This helps in-reacting better even 
if things are changing fast. It is‘a passion and:no doubt, it takes a 
`- lot.of time to-develop. 


-Gontrolling the risk 


- Trading is a risky business. Successful traders always ı measure 
` risk and the probability of loss against the amount of profit 


they are seeking. Typically this is done by a complex, highly 
‘Intuitive process of monitoring their emotions, controlling 


~ 


s 63 


GHAR i ERED riINANCIAL ANALYSI ® June 2UuUzZ 


their losses and managing ther capital in line with their 
cerformance. Based on their exderience, they should know 
sher. to get in and when to move out of a deal. They ideally 
snould look for a £:1 msk/reward ratio The downside risk 
must Ee less than ti2 upside potential. Traders also have to 
decide on their eat pcints on the upside as well as the downside 
-n advance. It is impertant to determine the range in which to 
‘rade and how mutch of cap:ta: to risk on trade. This is a 
disciplined and risk-managed tracing. 

One way to determine the capital allccation and the risk/ 
reward ratio is to review the statistics. Tne use of trade level 
data has made it possible to review performance statistics that 
can be used to ider.tify specilic and measurable patterns of 
tradir.g behavior. A review of trading statistics can be benefiaal 
ta both risk managers as well as tLe traders. This also helps the 
traders to be objective. This helps in determining the strengths 
end weaknesses patterns of trading behavior and indicates the 
limits and constraints of the traders. The behavioral and 
psychological dimensions of trading patterns reveal certain 
characteristics, which in turn nelp to focus attention on 
behavior chat can be modified. This also helps the traders in 
ir.creasing their tracing acumeu by taking more risk. The 
biggest obstacle to success is the reluctance to add when it is 
rizht. Traders must flay big, 1f they want to succeed. When 
Flaying big, traders should look for stocks that are liquid, 
availab:lity of catalysts and good risk/reward probabilities 
Fisk management is crucial for a rader tc be in the zone as ıt 
cuts down the losses and allows hm to take profits in winning 
trades. Traders hare to manag2 their pain and maintain 
er ough capital to cortinue trading in the long-term. It 1s equally 
important to build < long-term portfolio. While considenng 
rsk managment, trader needs to cons:der the objectves, 
srategy and the -1sk parameters ir-volved. Basic questions and 
parameters must be assessed and then acjusted according to 
the basic assumpaon cf the asset class in which they are trading. 
Traders have to extensively knew about the catalysts, the price 
action or supply arc demand cnaracter of the stock. Risk 
managements an essential weepcn in the arsenal of the trader 
and a vital link to trad.ng in the zcne. 

Negative feelings, anxiety and discomfort sometimes go 
hand in hand with visk. They have to be mastered and 
overcome. The mazset exacerbates a range of emotions 
iccluding Zear, greed, pride, frustration ard panic. Successful 
traders should judge heir success by their adherence to their 
strategy in the face of «.1de and unpredictable movements in the 
arket and not Ly their profits amd Icsses This indicates that 
traders need to te d suplined and manage their emotions in 
order to adhere to ther strategy. Perhaps there is no fixed way 
tc eliminate negative “eelings. Tc trade in the zone, traders have 
tc learn how to 1gnor2 those fee_ings. Traders have to measure 
their feelings and leazn more ab3ut ther. Traders have to 
handle the losses and a2ed to have z positive set of mind despite 
tre repetitive losses. Anxiety brilcs up wich each new day of 
Icsses. To be successfvl, traders have to embrace losing as part of 
tre trading process. Traders have to stay focused on what they 
cen do to reduce tne rsx. Itis the stete of rund of the trader that 
de-ermines his long-term success. 


Trading consistently 

Mester traders aren’: perfect always. Many of the mistakes 
made by traders stem from normal human responses to the 
uncertain and unprecictable conditions of trading. Sometimes, 
best traders alsc cormit muszakes. Some of the common 
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Snapshot 


e The book explains the importance of being in the zone and the 
ways to enter and stay in the zone for long time to become a 
successful trader. 

Tae auther explains some of the personality traits that often 
hinder a trader from becoming a great trader and suggests the 
means to overcome these epee 

The author comes out with a perspective that goal setting and 
adopting the right approach to achieve the goals ae the traders 
to improve their Sa A drastically. 

The book highlights the importance of information and its 
processing in making effective decisions. | 
For traders to achieve their targets understanding the micro and 
macro analysis is imperative. 

For traders to obtain an edge over their competitors, it is 
important that they learn more about the company, its 
fundamentals and visualize the unseen variables. 

The importance of risk management in trading and some easy 
ways to achieve the desired results are discussed in the book. 

A failure in trading leads the traders into an emotional setback. 
The author suggests that controlling the emotions and handling 
losses effectively will lead to success. 

Tte book says that it is important for traders to learn from their 
past mistakes and identifies some of the common mistakes that 
traders commut in the process of trading. 

The book explains the importance of overcoming psychological 
obstacles. “i 


Advanced strategies like capitulation and short selling can be used 
effectively to achieve the desired results. 





mistakes that traders commit include picking wrong tops or 
bo:toms, holding on to losers, being too loyal to a particular 
company or stock, holding on to a stock out of a sense of egotism, 
keeping the stub ends and averaging down. Other mustakes that 
traders commit are failure to take profit, relying on intuition, 
bicding for stocks and overtrading No doubt, each trading 
situation 1s unique and there is no rule that fits all. In reality, most 
of -he traders make a combination of mistakes but not one. 

Reviewing the mistakes helps the traders overcome at least a 
fev of them. Setting a daily goal will help the trader use it as a 
lens to determine what a trader must do. A successful trader 
focuses on a large target which helps him to continually adapt to 
new procedures and methods designed to reach the target. 
Treders have to keep defining their targets and strategy to keep 
going; in the process they can pull more out of them, It 1s 
important that traders consider the facts. In every situation a 
trader must take note of how his emotions influence his actions. 
And in every situation, he needs to trade for a daily goal and 
follow a predetermined strategy. Learning from the mistakes is 
an 2ffort to prevent repeating them. This forms the crucial part 
of trading in the zone. 

No individual is born with the perfect personality for 
trading and everyone brings with him or her both good and 
bac. traits. In fact, strength of a trader sometimes can become 
his weakness. Traders need to identify psychological obstacles 
tha: may result from their long-standing personality traits in 
order to structure their trading strategy independently of 
them. Unless the obstacles are cleared, the same old trading 
patterns will persist. Some of the common psychological 
obstacles that appear and influence the trading behaviors are, 
lettng go of seller’s remorse, perfectionism, the “poor me” 
syndrome, complacency and the inability to adjust to changing 
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market environment. Perhaps, psychological obstdtles are the 
most difficult ones of all, since humans continuously battle with 
them If a trader finds himself tapped repeatedly by the 
psychological obstacles and thoughts, he has to consider the 
secondary gains or benefits received by holding on to them. 
Though habits and beliefs have not been developed for 
secondary gains, by knowing how emotionally involved one is 
in his fixed perspective can help him break free those restrictive 
habits and become more expermmentally engaged in trading. 
For newcomers, trading appears to be deceptively simple. 
However, it 1s not so. Repeated success in trading involves a lot 
of elements like hard work, discipline and the flexibility to adapt 


_to changing environment. Gaining mastery requires a 


wulingness to commut to success since trading does not provide 
instant rewards. They have to be patient and focused. They have 
to overcome all the personal traits that serve as obstacles. 

The experience of successful traders suggests a few lessons 
for the newcomers like staying focused, never abandoning the 
opinion, don’t say “Burnt out” and don’t withdraw in between. 
In order to stay in the zone, traders have to let objectives govern 
whatever they do. They have to reach today’s potential and 
learn to expand potential through focus, research and trading 
techniques improvement. Similarly, newcomers should try to 
identify their own self-sabotaging patterns and work to get rid 
of them. While great traders are not always born, good traders 
can be made 


Using advanced strategies 
To be successful, traders have to enhance and multiply their 
skills. Once ın the zone, traders gain the momentum and grow. 


By trading in the zone, traders can trade size, manage losses 
better, keep moving, process more information and act more 
decisively. Importantly, trading in the zone helps the traders to 
put into action the most advanced counterintuitive strategies. 
Once the trader masters the basic strategies of the trade, he can 
use the advanced strategies like capitulation and short selling to 
improve the success ratios. Capitulation 1s a result of emotional 
buying or selling that creates price extremes at either high or low 
levels. Since it can happen for a variety of reasons, 
understanding the concepts and the strategy clearly is portant 
before 1t is being put into action. The ability to short stocks takes 
a higher level of conviction. It 1s not mastered by many. A short 
sell ıs a reverse of a long trade. To succeed ın short selling, traders 
have to do many things that they do when in zone but at a 
higher degree. Shorting is a strategy that works best for those 
who are able to stay centered and trade ın the zone. 

There 1s a reality in the world that one cannot perceive 
because he is limited by what he believes he knows. If traders 
can let go of their preconceptions and life principles long enough 
to see what is in the world in terms of a larger creative vision, 
they will be able to explore new opportunities for trading mn a powerful 
and stimulating way. Everyone has the power.to change by 
commiting to a larger vision and ignoring their automatic self- 
protective notions. Once they tap the hidden potential within 
themselves, they can live beyond the limits of ego, anxiety and 
habits. Reaching the specified goals will allow the traders to 
experience the exhilarating power of trading in the zone. m 


Y Chandra Sekhar, Team Analyst 


Reference # 1-2002-06-16 A 





It’s one of the hardest things to grasp, but the more successful a group is, the more you ought to split it up. 
~ John T Chambers, CEO, Cisco Systems, on the company’s strategy of decentralization of power to have a better customer focus. 


Instead of just looking at a company’s financial statements, MFV (Managing For Value) looks outside the company to 

ask two important questions: What’s the pool of the economic profit in a given marketplace, and how competitively 
advantaged or disadvantaged is a certain company’s position within that pool? - 

— dim McTaggart, Co-Chairman and Co-Founder, Marakon Associates, 

a US-based management consultancy, on the concept called Managing For Value. 


The completion of the IPCL disinvestment by the Government of India will mark a new milestone in the government’s 
PSU disinvestment program, and will carry forward the process of economic reforms in the country. We are happy 
that Reliance has had the opportunity to play a role, and to contribute substantial value, in this process. 


~ Anil D Ambani, Managing Director, Reliance Industries Ltd. 


Asia will need some $200 bn in the next 10-15 years to build enough gas and power infrastructure to underpin fast 


growing regional economies. 


~ Tatsuo Masuda, President, Asia Pacific Energy Research Center (an affiliate of the Institute of Energy Economics of Japan). 


I would say that our growth in exports, particularly in the UK markets, will begin from this year with our plant being 
approved by UK MCA. We feel that this Is going to be our growth driver for next year. 


— Pankaj Patel, CMD, Zydus Cadila. | 


We are holding discussions with the largest software developer in India for designing software products for the 
international market. We have the domain knowledge while they (software company) have the market expertise. 


- A Ramamurthy, Current-in-charge and Managing Director, LIC, on the company's international foray, 


Strategy in the DRAM (Dynamic Random-Access Memory) business is simple, as is the business model. Also, 
the road map for future development is clear, so I think our joint venture will work out. 


— Hajime Sasaki, Chairman of NEC, on the feasibility of the JV between NEC and archrival Hitachi. 
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Opening of three new I'CFAI Offices 


We are happy to intorm that ICFAI has opened offices at 
three more locations viz. Agra, Coimbatore and Noida with 
the objective of providing programs information, 
counseling, administrative and other services to the 
existing and prospecave students of ICFAI. The students of 
these cities are welcome to ccntact the ICFAI Offices for 
clanfying queries and getting other services at the 
acdresses mentioned below: 


ICFA! Office 
WHITES 2™ Ficor 
530/8, D B Road 

R S Purem 
Coimbatore — €41:302 


Avra 
IFAI Office 
ho. 10, F rst Floor 


ICFA! Office 

Flat No 414 

4h Floor, J O P Plaza 
> — 2, Sector - 18 
Noda 


Elosk No. G-13 AB 
Senjay Place 
Acra — 282002. 





New Test Centers 


With effect from July 2002, IZFAI examinations are 
proposed to be concucted in 50 cities. The addresses of 
Test Centers ın 29 cries are given in Annexure IV of the 
ICFAI Cand:dates Regulations, 2002. The names of 21 
adcitional cities where ICFAI examinations will be 
conducted are as follcws: 


Code Code Code ; 
Udaipur 
The addresses and other details o- the Test Centers in the 
above cities will be informed to the candidates in due 
course through Websire. 


Annual Service Charges 


Canzidates of the DBE/PGDFA Prograr. who are enrolled 
on or after April 01, 2000 may ncte that they are required to 
day Annual Service Charges every year. The period of one 
year :s reckoned from -he date of enrollment. 

With effect from April 01, 2002, the candidates are required 
to remit the Annual Service Charges before 1* of the month 
in which the service charges bezome due for payment. A 
late cee of Rs. 100 per month ıs charged in case of delay in 
renuttiing the Annual Service Charges. 

All candidates who ave enrolled in the DBF/PGDFA 
program cn or after April 01, 20CO and net yet remitted the 
Anr:ual Service Charges for the vear 2001-2002 and/or 
2002-2003 are required to remit the Annual Service Charges 
with a late fee of Rs. 1C0 per month Annual Service Charges 
car. be remitted using Form 110 o7 the ICFAI Candidates 
Regulations, 2002. 

The candidates, who do not remit the Annual Service 
Charzes, will be denied all the stident services without 
farther notice. 
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July 2002 Examinations 


The next ICFAI Examinations are scheduled to be 
conducted from July 06, 2002 to July 28, 2002. The last dates 
for submission of the Examination Registration Form is as 
under: 


ERF accepted from 


i E ‘May 06, 2002 


Without late fee June 08, 2002 


Last dates for 
submission of ERF 





With late fes of Rs.100 ; June 15, 2002 
Walk-In Registration : Date of Examination 


Candidates intending to appear for July 2002 examinations | 
are advised to submit the ERF before the last date 
mentioned above. Candidates are required to check their 
eligibility and ensure the following before submitting the 
ERF for July 2002 examinations: 


e ‘There are no fee dues. 


* The Postdated Cheques issued to ICFAI towards 
course fee are duly honored. 


« Confirmaton of enrollment by ICFAI after receipt of 
duly filled-in Evaluation Forms from the references. 


Candidates who have already applied for July 2002 
examinations are requested to note that the Admit Cards 
for the eligible candidates have already been placed on the 
website www.icfai.org for download. The Admit Cards are 
also being mailed by post to the eligible candidates. 

Candidates may also note that with effect from Apri! 2002 
examinations, each Admit Card is given a separate 
Number Admit Card Number is different from Enrollment 
Number. All candidates are required to mention their 


- Admut Card number and also their Enrolment Number on 


the Answer Sheet. 


MOST IMPORTANT NOTE 


Evaluation Forms from the References 


With effect from April 2001, candidates who enroll in the 
DBF/PGDFA Program are required to furnish the 
addresses of two references in the application form for 
enrollment. Evaluation Forms are sent to these references 
by ICFAI for an assessment of the candidates seeking 
enrollment into the Program. The enrollment of the 
candidates into the program is provisional till the 
Evaluation Forms are received from the references with 
no negative remarks. In this regard candidates may note 
that they are required to follow up with their references, 1f 
their references have not sent the filled-in Evaluation 
Form back to ICFAI. Reminders have been sent to all the 
students whose references have not forwarded the 
Evaluation Forms within 30 days from the date of therr. 
enrolments Candidates will not be allowed to appear 
for the examinations till the Evaluation Forms are 
received from both the references. 
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Research 
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ICFAI Booxs publishes professional books containing articles of N value on select themes — 
~ ~ in the areas ‘of Finance, Management, E-Business and Information Technology. 


Case Stude Serie ` 2 sf Manogeineat Serka © - “| | Accounting Series 
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Business Strategy i Managing in Accounting 
VoL I Standards - Vol H 
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31-7881-000-5 — 
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me mpre he 


CRM - The New 
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~ Family-ovnec An Introduction Face of Marketing 


81-7881-015-8 
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Marketing Retailirg Sector Pok Markets - 


Exchange Rate 





81-7881-012-3 





‘Caso tudes in E-Basiness | ` |- Case Stüdy Series `. 
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Japan’s Global 
‘Companies 


A New Dawn 





81-7881-019-0 - 81-7881-044-1 81-788 1-046-8 


81-788 1-013-] 


81-788 1-002-5 


The books are available ar al leading bookshops and ICFAI Centers. Orders can also be mailed (quoting the above numbers) 
. directly tc ICFA! Press, 52, Nagarjuna Hills, Punjagutta, Hyderabad 500 082, India. ` - j 
: -  ~° Ph, 040-335-1071, 3411, 4502. Fax : 040-335-2521 E-mail: nfo@icfaipress.org 


S l Uniform Price for each Book 
-Special Disco-mt for direct orders (Valid upto July-31, 2002) Rs.50. Net Price Rs.250- 





Visit us for a full catalogue -and Order Format : 
>. www.icfaipress.org 
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mam PROFESSIONAL CERTIFICATION PROGRAMS Si 


ICFAI 


The Institute of Chartered Financial Analysts of India 


1 





Finance, Accountancy, Treasury, a6 CFA Program : 
Insurance & Management Æ Chartered Financial Analyst F 


Duration 2 years 


% Innovative Course Design @ Case Study Focus 
% Based-on. Self Study and Examinations @ Unique Examinations System 
@ integrated Education Methodology @ Endorsed by Leading Employers 
G 
G 
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MBA Program 


“a Master of Business Administration 


O indepth Coverage of Subjects Excellent Career Opportunities 7 l . 
@ Quality Course Material Placement Assistance mat CPA Program 
@% Refresher Classes all over Indla Practical Exposure thru Project Work -f Bea ee ee chile < 





Duraton 3 years 


fs C-RIM Program 
Certified Risk & Insurance Manager 
Duration : 3 years 


y 
l Program i Program 


Cortified 
Business Fimence Treasury Manager { 
Duration 1 year 


Duration . 1 year 


+ Graduates 








+ MBAs and MBA Students 

+ CAs, CWAs, CSs 

+ Final Level Students of CA, CWA, CS 
+ CAHBs, Bankers l 

+ Corporate Fin. Executives 
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S oi eae Portfolio Masager Investment Banker 
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Global Strategic | 
Management 


Duration. 1 year 





— — — Please 2 here and mail/fax/e-mail this COUPON, along with your Brief Bio-data, toICFAI — — — — 


To The Programs Officer, ICFAI, 52, Nagaryuna Hills, Punjagutta, Hyderabad 500082. Ph . 040-335-1071, 3411, 3413, 4502. 
Fax . 040-335-2521. E-mail : info@tcfa.org. 


I am enclosing my bio-data. Please send me a Prospectus and Application for the Program ticked (v^) below. [specify the Program]. 
[JcFA OMBA Ocera OcRM UOpspF Ocrm = (Ucpm ` ACB CIGSM 


Name: Qualifications. 


Address: 
City: State. Pin. E-mail: 


Campus Programs 
PG Programs in Management (2003-05) 


(Finance) 


Leading -0 
CFA Charter 





(Accounting & Control) 






PS Diploma in 
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CPA Designation 





(Insurance) . (IT & Systems) 


Human 


ading tc Focus on 
Si "£ i Resource Management 


C-RIM Designaticn Latest in IT 





Choose a P-cgram, that can put vour career on fast-track. 


ICFAI Business Schools Admission Test (JBSAT-2002): December 22, 2002 


ICFAI Business Schools hav2 been ranked among 
the Top B-Schools in India n the B-Schools surveys 
conducted by Dutlook-MDRA in September 2001 and - 
Business Ind a-AIMA in November 2001. :- : oar 
15th Rant: on overall basis `,- LBUSINESS SCHOOLS 
Q 10th Rank among the Non-IIM B-Schools — - Ahmedabad, Bangalore, Chennal, Hyderabad 


Q 4th Rank among B-Schools set up after 1990 Kolkata, Mumbal, New Delhi and Pune 





| =>. - For more information on Campus Programs, pleasécontact: 
| -= . 62, Nagarjuna Hills, Ponjagutta, Hyderabad 500082. Website: www.ibsat.org ` 
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Where there’s energy, there’s HP 





Powering marine engines, propelling airplanes, energizing industries, mechanizing agriculture 
igniting stoves, lighting lanterns ... HP is synonymous with energy in india. 


For the last 25 years and more, 
Hindustan Petroleum has meant 
different things to different people. 
For some it represents an abundant 
supply of Petrol & Diesel. For others 
lt stands for the easy avallability of 
LPG and lubricants. Thousands of 
others see in it an inexhaustible 
reservoir of Kerosene and other 
petroleum products for meeting their 
energy needs. For all of them HP 





signifies an ever-radiant source of 
energy. Energy that is making a big 
difference to millions of lives. In the 
new millennium HP is al! set to unvell 
an exciting new phase in its growth. 
Diversifying into Oil Exploration and 
Production, Power Generation, 
Renewable Energy ventures and 
much more. Confident of creating a 
future full of energy. Confident of 
enriching the lives of millions. 
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: 14, Bucdha Vihar Road, 1st Floor, Cox Town, Bangalore - 560 00 
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: F-3, Akshaya Plaza, 55 & 56 Harns Road, Opp. Egmore Court, Chennai - 600 002 
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: 4262/3 Ansari Road, Daryaganj, New Delhi 110 902 
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: 12, Kumar Place 2409 East Street, Cama, Pune - 411 OC1 
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“FAAA” BY CRISIL, “Ind AA+” BY FITCH AND “MAA+” BY ICRA Scheme Features : 


IDBI’s Suvidh: Fixed Deposits bring more smiles into M Minimum amount deposit of Rs 10,000/- and in multiples of 
Rs 1000/- thereafter 


your life with higher returns Including higher rate of g Interest can be paid Monthly/Quarterly/Yearly or on a Cumulative Basis 

n For Charitable Trusts only Yearly and Cumulative Option. 

u Nomination facilities available 

u Tax benefit u/s 80L of IT Act, 1961 up to Rs 9000/-, 

a TDS exemption for income up to Rs 5,000/- 

u) Non-Cumulat ve. The deposits can be fora minimum g Deposits are exempt from Wealth Tax. 

& Elicible investment for religlous/charitable trusts u/s 11(5) of 
| T Act, 1961 

n Interest/redemptton cheques will be encashable at par in your city/town 

u Diract Credit to your Bank Account through RBI ECS facility 

happiness with IDBI Suvidha Fixed Deposits. on request 


interest exclusive.y for senicr citizens 


With Suvidha -ou have two cpticns 1)Cumulative 


period of | yzar zo maximum bf 5 years. 


Se bie worry goodbye enc say hello to trust and 


Industrial Development Bank of India 


IDB ower, WTC Come lex, Cuffe Parade, Mumbai - 400 005 Tel (022) 2189117, 2155737, 2161746 Website www idbt com 
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Slick Reforms 


Having realized willy-nilly that it has no business to be in business a 
decade ago, the government has Initiated reform In the oil sector at the 
usual snail's pace. Perhaps compelling vote bank concerns prevailed over 
the interests of the reform process. The APM or the Administered Price 
Mechanism continued the legacy of subsidy distorting the true cost of 
not only the oil products but also many other commodities whose prices 
get determined by the oil prices. 


The oi! sector reforms got a shot tn the arm with the dismantling of 
the APM from April this year. The sector is agog on account of the foray 
by new entrants like Reliance etc. Yet the government's attempts to 
retain contro! through Indian Oil Corporation make a mockery of the 
spirit of disinvestment. Moreover the manner In which reforms are 
initiated in the oil sector signa! half-hearted attempts. They appear to be 
initiated without due consideration to the prerequisites. Reforms sans 
necessary structures and the absence of a regulator could prove to be a 
dangerous mix. If the experience In other sectors is any indication, 
problems have surfaced even with a regulator in place. Thus the absence 
of a vigilant regulator could only make a bad situation worse. 


Notwithstanding the drawbacks, the move to open up the oil 
Industry. is a welcome development. State.contro!l of_oul prices presented 
a structural rigidity In the free market economy. The incumbents and 
new entrants will now be exposed to the forces of free market. The 
challenge for them is to learn how to cope with the market risks Similarly 
consumers will be exposed to the oil price fluctuations. 


As for the future, given the slow pace of progress of reforms, It Is 
highly unlikely that the structure of the Indian oil Industry will change 
dramatically In the near future. It would take a long time before new 
entrants gain a foothold and alter the market structure. Like other sectors 
such as banking, the PSU biggles may continue to exst for some time. 
Eventually the sector may witness mergers and acquisitions and pave the 
way for a truly free market. 


On the international front, the Special Purpose Entities or SPEs, the 
marvels of financial engineenng genius, have acquired a new scent of 
notoriety and hatred. Enron perpetrated the mother of SPE-abuse by 
floating around 900 SPEs to successfully shift $2 bn debt off its books. 
While Enron indulged in blatant abuse of SPEs on a colossal scale the 
corporate world in general has been employing them in varying degrees. 
The common motive appears to be accounting maneuverability rather 
than any strategic advantage. 


There was a notion that SPEs reduce risk. However the Enron case 
proves that this is just a myth. If lt were true Enron would not have found 
itself in a crisis despite having the protecting power of so many SPES. 
What is crystal clear is that SPEs have successfully served the purpose of 
hiding debt and risk from the public. The truth is that the risk Is never 
mitigated, it is merely not reported. 


Ch Rajeshwer 
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Excellent Coverage of Indian Railways 


I was very hazy to read tne article on Indian Railways 
published in the ‘Vay 2002 issue. The reasons for the poor 
State of affairs ir Indian Railways was well researched. I 
strongly believe tnat the Inciam Reilweys should implement 
the policy recommendations of various groups right now. 
Perhaps the Indian Railways Lave a chance to regain their 
glorious past, if they adopt these policies correctly. 

Anjan Biswas 
Kolkata 
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Nat a True Comparison 


The cover story ‘A Tale of Two States’ (June 2002) 1s a 
progressive attempt to understaad the two R’s (Reasons and 
remedies) for regxonal imbalanses. After the introduction of 
economic reforms m the 1990s, Andkra Pradesh has performed 
Detter compared to Bihar which ‘s yet to start its development 
process. 

In Hindi, B/MAR means ill and m the Indian political scene, 
Bihar, Madhya Pradesh, Rajasthan, and Uttar Pradesh 
represent zhe BIMARU states. A comparison between the 
progressive Andhra Pradesa end the backward Bihar is 
therefore il-concerved. 

Congratulations to the Anclyct ccver designer for his eye- 
catching visual. 
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Ramu Aravindan 
Midlassery House, Ottapalam, Kerala 


Enable Professionalism 


The article ‘Family Businzsses — Transformational 
Challenges’ (June 2002) made a very interesting reading. In 
“ndia, family-run businesses are ‘predom:nant and with the new 
economic policies it has become imperative for them to induce 
professionalism intc their business. I thinx that professionals 
can SE atout a charge in the way femily businesses are run. 


Vamsi Krishna 
Bangalore 
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Special Purpose Entities 

Gasping for breath .essssssesrossseusssunnvonness 16 
The growing cases of abuse of the 
SPE route has rattled the market 
sentiments in recent times, more 
particularly after the sudden demise 
of the US energy major, Enron. 
Unfortunately Enron was not alone 
in exploiting the loopholes in the US 
GAAP. A spate of companies are 
drawing flak from investors for 
indulging in such dubious activities. 
With wary investors increasingly 
becoming suspicious of anything off- 
balance sheet, will this mean the end 
of the road for this financial tool. 


BUSINESS ENVIRONMENT 
Andersen-E&Y 

Future perfect? ...ssssssssscsssssssessseesers 30 
Tobin Tax 

The Loch Less monster? ......scsssessscesces 32 
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Stock Index 

The ups and downs ........-.sessscseserecsesers 19 
E-Trading 

Changing dynamics ....ccccssscsorererseseees 76 
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Indian Oil Industry: 


The Emerging OF ES E 21 


With the dismantling of APM (Administered Price 
Mechanism) and deregulation of the marketing and 

j refining sectors, the Indian oil industry has finally opened 
itself completely to market forces. This would result in 
increased private and foreign participation. Players with 
multiple s skills and varying capacities are going to reshape 
the oil industry landscape by redefining the rules of the 


shapes up. 


Wall Street Firms 


Thinning veneer of credibility ........s00 80 


CASE STUDY 


Nissan Motors 


Guided by the gaijin .....sssssscssseesessseess 71 

The turnaround of a near bankrupt 
Nissan Motors silenced many a 
skeptic as to the logic of Renault’s 
acquisition of the troubled carmaker. 
After suffering a string of losses for a 
decade, Renault came to Nissan’s 
rescue and its turnaround master 
Carlos Ghosn had proved that the 
faith was not misplaced. Nissan’s 
efforts are now concentrated on 
establishing itself firmly as a profit 
churner and chances are that it might 
soon be. 


F.NANCIAL SERVICES 

Basle Norms 

Catching up in India «00... ..seccssesseccsesees 1§ 
Indian Bank 

Survival is not enough ........-cccssceseacsceceess 86 


CORPORATE FINANCE 


Convertible Bonds 
Heading for the worse? .......cccssscssessonse 84 





game. The emerging order will challenge the abilities of the 
incumbent players and provide ample opportunities for 
new entrants. Who will emerge as the winner will be 
determined only after the new market structure fully 
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CORPORATE 
MUL Disinvestment 
Driving ahead sercsenccsscsesecacsnvsssasansnssoescseas 88 
India’s largest carmaker has the 
Japanese small car specialist in 
charge, as the government started its 
two-phase disnvestment process in 
the joint venture. The change of 
ered might bring in greater 
xibility and quickness in the way 
the company responds to its 
competitors in particular and the 
industry dynamics in general. 


Arvind Mills Ltd. 

Restructuring paying Off ....sssssesssseress 90 
GlaxoSmithKline Pharma 

Striking Dat kecca 92 
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ICC going public 

The oil refinery mejor, Indian Oi! 
Co-zoration plans to tap more thar. 
Rs. 15 bn ($306 mn) through a pubhc 
- equity issue of up to 78 m-zllion shares. The 
isste will consatute up to 10 pervert of 
IOC's current paid-up equity capitel of 


Rs. 7.87 bn and could inzhide an overseas ~ 


floa:. “Our board has apəroved to g> in 
for <n initial public cffering. V/e are 
locking at a price of around Rs. 2C0 a 
share, but did not specizy a time-frame,” 
saye & senior officiel from IOC. IOC. in 
whict. the governmen- wns an 82.16 
` percent steke, has beer. on a shopping 
spree this year in a tid to further 
strer.gthen its position ir the'deregulated 
scenario. In February. it bough: a 
controlling 33.6 percent sake in anotner 
state-run: petroleum marketing firm IBP 
Co. Ltd. for Rs.11.54 bn: 


Asia's leading IT players. 
While India’s software 
indust7 is busy overccmir g 
polizy constraints and an. 
inadequate domestic market, 
neighboring China. which 
boas:s of having the 
largest manufacturing basein the world is 
or. tke verge of becoming the leading 
information technology plaver in the Asia 
Pacific -egion, touching £20 mn. On the 
other hand, the “Indian. software 
industry is operating under systemic 
constreints of infrastructure, inconsistent 
government policy. ana inadeq-ia-e 
domestic market,” eccording to 
NAS&COM. In the face of external 
constraints, Indian scftware companies 
need tc: improve procuctivity (yield per 
employee;, through better OFT 
(Organization of Functions and 
Tasks-capacity utilization) better mix cf 





service lines, standarcize processes and - 


develop component kbrazies. In recent 
times, there nas been substantial news 
flow about how China poss a significant 
threat to Indiar softwere industry. 
NASSCOM conducted a study on the 
Chinese IT market, with a special focus on 
the sofware industry. The study po:nt: 
out thet the Chinese Government. has 
. shown clear intentions of dominating the 


_ Hdsectcr, one-of the larges: ndustries ir. 


the world. - . 
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: New Product from TCS 


Tata Consultancy Services, Asia’s largest global software solutions and consulting | 

services company, has announced the launch of the E.X. Personal Investment 

Manager (E.X. PIM) — a unique portfolio manager that 1s integrated with accounting 

for end to end tracking of investments. E.X. PIM, a new generation personal finance 

management software from TCS, is targeted at the salaried class, individual investors, 

business community and professionals. — ` 

The product supports the following tvpes of investments: 

e Deposits = National Savings Certificate (NSC), Kisan Vikas Patra (KVP) and 
fixed deposits 

e Bonds/Debentures — Government bonds (G-Sec) and infrastructure bonds (Tax 
Saving — Sec 88 Bonds) 

* Mutual funds — Regular income funds, growth funds, debt and equity funds 

e Shares — All types of shares and primary or secondary market transactions 

° Recurring investments~ Public Provident Fund PPF), Pension Fund (PF) and Postal Funds | 

* Insurance policies ~- Life Insurance (Endowment /- Money back policies) >- 

* Loans ~ Housing, car and personal loans with pledge - 

¢ Other investments — Gold, real estate and any. other investment i 

It has a host of user friendly features like Payment Alerts which alerts the user for 

income due dates and maturity dates; Investment Tracker which enables lot-wise and 

location-wise tracking of investments; and Flex: Deposits which enables the user to 

maintain deposits having various interest combinations (fixed/floating with varied 


compounding frequency) with maturity value calculation. 


India bans unit of CSFB 

The Swiss bank, Credit Suisse First 

Boston’s Indian securities arm was 

banned for two, years for its role in the > 
country’s most damaging share-price 


fixing scandal in a decade. It will serve . 


only another 10 months of the 
punishment, which has been backdated 
to April 2001, when the bank was 
temporarily banned after being accused 
of manipulating the securities market. 
This ıs the first time Indian authorities 
have banned a foreign financial institution. 
However, CSFB says it was disappointed 
with the final decision by the SEBI; ana 
would consider its options. These include 
an appeal or serving the rest of the ban 
before re-entering a market which senior 
axectives say is too big to ignore. CSFB’s 
indian equities brokerage and trading 
arm was a market leader with a 17 
percent share of institutional trades. 


Record FDI inflows | 

India received foreign direct investment ~ 
worth over $4 bn during -2001-02, the 
highest so far, and registered a growth of 


66 percent over the[, 
previous year despite an‘ 4 
economic slowdown that | ATANG 
hit the global economy 
during the year. FDI 
inflows amounted to : 
$4.06 bn in 2001-02 as against $2.46 bna 
year earlier.-However, the inflows, if 
recalculated on the basis of 
international reporting practices, 
would work out to be much higher 
than what is currently reported since 
the FDI inflow figures are based purely 
on foreign equity investments 
(including preference shares) other 
than foreign portfolio investment. It 
excludes investment by offshore 
venture capital investors, which in 
international practices form part of the 
FDI inflows. In order to align the FDI 
reporting system. with the 
international computation standards 
and updating FDI inflows into the 
country, the government has recently 
set up .a joint committee comprising 
representatives from the RBI and the 
Department of Industrial Policy and 
Promotion. wm 
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International 


Feeble consumer confidence 
According to the 
University of Michigan 
the US consumer freA 
sentiment index ue 
dropped again, based |g 
on a survey of roughly pei 
500 US households. The ti 
index fell to 90.8 in June ZuUzZ trom a final 
reading of 96.9 in May. The results were 
preliminary but aggravated concerns 
about consumer spending. The data 
compounded fears about the economy’s 
recovery from recession. In a separate 
report, the Federal Reserve, production 
from the nation’s factories, utilines and 
munes rose only 0.2 percent last month— 
the slowest growth since December, 
when output sank 0.4 percent. All 
monthly figures are seasonally adjusted. 
Outside of mining, growth was either 
sluggish or non-existent Production of 
consumer goods was flat for the second 
consecutive month and output from the 
nation’s utilities fell sharply amid 
unusually coo] weather. The nation’s 
production remained nearly 25 percent 
below its estimated potential. A report 
from the US commerce department 
revealed that US inventories at the 
manufacturing, wholesale and retail 
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levels sank for the 15th consecutive 
month in April. A surge in sales across all 
levels of produchon and distribution 
contributed to the lower inventories. 
Steel shortage 

Further sharp rises ın steel REx?* ee 
prices this year could create pi TA 

a worldwide steel shortage, $ E. 
only months after the WA y `; 
eS was mired in deep iA ms Te y 
gloom, according to a 
leading steel business commentator. 
World Steel Dynamics, a New Jersey- 
based consultancy says, world export 
prices for a tonne of commonly traded 
hot-rolled coil could mse to $400 by early 
next year, up from $260 now and $175 in 
December 2001. The rises are good news 
for steel producers such as Arcelor of 
Luxembourg and the Anglo-Dutch 
Corus, but have sparked anger on the 
part of big steel users such as Caterpillar, 
the US maker of construction machines, 
and Emerson, a leading electronics 


equipment producer. World Steel 
Dynamucs in a report says that there are 
signs of a ‘panic’ by steel buyers which 
are seeking to build stocks before prices 
go up again. As a result, there 1s a “75/25 
probability’ of a global steel shortage 
later this year. The Consuming 
Industries Trade Action Coalition 
(CITAC), a Washington-based industry 
group representing steel users says 
many of its 2,000 members were 
“frustrated and worried about where 
they will get their supplies of steel”. Janet 
Kopenhaver, Director of CITAC says, 
the tariffs on US steel rmports announced 
in March 2002 had made matters worse. 
“Without the tariffs, steel prices may well 
have gone up anyhow—but not by the 
amount we have seen in the past few 
months.” David Phelps, President of the 
American Institute for International Steel 
says, many US companies had to wait 
nearly three months for steel supplies. 
“Many steel users that have not planned 
ahead are in deep trouble,” he says. 


Japan’s economic outlook 
Strong exports prompted 

Japan’s Central Bank to P 
upgrade its economic W 3 
outlook for the fourth 
consecutive month, but ak BR SF 
the bank cast doubt on 
longer-term recovery due to weak 
domestic spending and dwindling 
demand from overseas. “Japan’s 
economy shows signs of stabilizing 
with a distinct increase 1n exports anda 
pick-up in production, although 
domestic private demand remains 
weak,” says the Bank of Japan (BoJ) ın its 
monthly report for June 2002. 
“However, the pace of recovery is likely 
to become somewhat slower in the 
future than at present, as the effects from 
overseas restocking dissipate,” the 
Central Bank added. It also follows 
Ministry of Finance data released on June 
13, 2002 which shows a 21.7 percent rise 
in Japan’s current account—a broad 
measure of trade in goods and services— 
for April year-on-year. The rise came as 
exports, mostly IT-related sales to the US 
and Asia, grew by 1.3 percent over the 
previous year to ¥4,169 bn ($33.2 bn). 
Imports fell 3.3 percent during the 
same period to ¥3,164 bn 


ROUNDUP 


Strong exports led Japan out of its 
worst recession in decades, spurring GDP 
growth in January to March 2002 quarter 
and ending three straight quarters of 
decline. 


On the recovery path 
Thaiuland’s economy grew g 
faster than expected in the i 
first quarter, suggesting fH 
that the recovery was 
picking up strength, “Tailand Economi, 
according to figures ~ 

released by the state-planning agency It 
climbed 3.9 percent, year-on-year, on 
vigorous consumer spending fueled by 
cheap money, more investment, a release 
of pent-up demand and government 






- stimulus. The National Economic & Social 


Development Board also lifted 1ts 2002 
GDP forecast from 2-3 percent to 3.5-4 
percent after a review of the global 
economy. GDP expanded 1.8 percent last 
year. “Thailand has been moving slowing- 
in the nght direction for a long time. This 
confirms that it has finally picked up 
momentum and that it won’t be easily 
derailed,” says Kenneth Ng Head of 
Research at ING Barings in Bangkok. 


The corruption scale 

A survey conducted by Transparency 
International, an anti-corruphor 
organization, says companies from the 
US and Japan are at the forefront when 1 
comes to paying bribes to get work done 
in developing countries In its Bribe 
Payers Index, 2002, the US score of 5.3 
out of a best possible clean 10, 1s matchec 
by Japanese companies. It 1s worse thar 
the scores for corporations from France 
Spain, Germany, Singapore and ther 
United Kingdom. The highest scores 
indicating the lowest propensity to brib- 
abroad, were achieved by firms fron- 
Australa, Sweden, Switzerland, Austris 
Canada, the Netherlands and Belgiurr. 
The Bribe Payers Index is based oz 
surveys conducted by Gallup 
International Association in 15 emerging 
markets, including India, Argentine, 
Brazil, Colombia, Indonesia, Mexicc, 
Nigeria, and Thailand. = 


N Janardhan Rao, Team Anah- t 
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Merger street 


Bertelsmann acquires Zomba 
Ber-elsmann, the 
German med:a 
grcup, is ta acquire 
Zomba, the music 
corpany behind 
suct. stars as Britrey Svears, 2Pac anc 
Frank Zappa, for close to $3 bn. The move 
wil strengthen Bertelsrmann’s own music 
business but restrict 1ts ability to make 
otn2r acquisitions. It is also likely tc 
dampen expectahons Lat Fertelsmann 
could be preparing a d:d for television 
asses in the UK and further music or 
magazine acquis:ticrs in the US. 
Company sources maintained ihat 
Zoriba had exerc:sec a “put” opion 
forcing BMG. Bertelsnann’s music 
business and the smallestof the five music 
majors, to acquire the shares it does not 
already own in the susimess. Zomoda and 
BMS have hac tes since the 
mid-1980s and the com>any foundec by 
music producer Cl:ve alder has been 
- Bertelsmann’s best source of talents in 
recent years, contributng such ects as 
Ms Spears and N’Sync tc 3MG’s roster. In 
1991, Bertelsmann acqured a 25 percent 
stake ın Zomba’s music publish.ng 
Givision and in 1996 it bought 20 percent 
of ris record div-sion. The transaction will 
increase the profitability df BMG, which 
has suffered from poor demand and is in 
the rridst cf a painful restructuring. The 
unit rad a net loss of €43 mn ($40.7 mn) in 
_ the six months to Decemz2r 2001 on seles 
of €1.6 bn. The deal will stretch he 
finances of Bertelsmann, which vill 
shortly issue a €1 bn bond, its first 
bencmark-sized debt issue. The group is 
now expected to have ræ debt of about 
€4 bn by the end af the year. Retirgs 
agenaes have said BerteSmann’s BBB+ 
credit rating or equivalen: could only be 
maintained through di s should he 





option be exercised, wh.ch should limit - 


Bertelsmann’s ab:lity to grow 3y 
acquisition :n the shcrt-term. 


DnB ina $2.2 bn ceal 

Den norske Bank, No-way`s largest 

bank, is expected to cfferup to NKri8 on 

($2.2 bn) in stock-for Storebrand, 

Norway’s largest ns-rer, if merger talks 

are scccessfully completed: A-merger 
ia 


8 « 


would further strengthen [ -= 
DnB’s position as |$ 
Norway's leading 
financial institution anc 
fulfill the Government’s Maisi- 
dream of having a\Go Storebrand 
national champion eas 
based on DnB. The Government has been 
hostile in the past to takeovers by foreign 
banks. According to peop-e dose to the 
talks, DnB 1s prepared to offer slightly 
fewer than 1.5 DnB shares for every 
S-orebrand share, or about NKr65 per 
share, less than what DnB incicated last 
year in its merger approach. Still, it is 
much lower than the NKr7 per share at 
which Storebrand could have been 
bought last year had DnB not blocked a 
takeover bid by Sampo of Finland. DnB 
used its 10 percent stake in Storebrand to 
prevent Sampo from getting the needed 
90 percent to buy any Norwegian 
financial institution. This had led some to 
believe that the soured relatiors between 
DaB and Storebrand would prevent the 





‘two from being able to do a ceal in the 


future. However, since ther. DnB’s share 
price has strengthened, while Storebrand 
has fallen. Meanwhile, impatience among 
Storebrand shareholders, scme of whom 
also own shares in DnB, has grown so 
strong that DnB was prompted to initiate 
the deal. DnB is alsə under pressure to do 
a deal with Storebrand now before 
Norway changes the ownership rules 
later this year to allow “inancial 
institutions to own less than 90 Jercent of 
another and thus facilitate the possibilities 
for takeovers. DnB is believed to have 
justified paying a lower prermurn than last 
year’s unofficial bid by z2ranting 
concessions to Storebrand maragement. 
The transaction would lead to substantial 
synergies for the combined group. 

According to DnB’s calculations last year, 
cost synergies could reach around 
NKr600 mn, not ir.cluding the value of 
potential revenue synergies, particularly 
within banking operations. 


France Telecom ta buy 
MobilCom $ 


France Telecom is close to an agreement 
to take over MobilCom after the German 
mobile operator’s four main banks 
agreed to restructure $4.2 bn of its debt 


~ 
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due in July. The 
question of how the 
banks and France| 
Telecom divide; = 

MobilCom’s debt between themselves 
has been the most difficult issue holding — 
back a deal between the French operator 
and its German partner. The four main 
banks to MobilCom—Deutsche Bank, 
Merrill Lynch, ABN Amro and Société 
Générale—have agreed among 
themselves and also with France Telecom 
the basis for the refinancing of the $4.2 bn 
debt, which will become convertible into 
France Telecom equity. However, the 13 
other banks in the 17-bank syndicate are 
now examining the proposed terms of 
the security, which will only convert into 
France Telecom skares at a premium to 
the current share price. The management 
teams of both France Telecom and 
Orange, its listed mobile subsidiary, will 
face fierce questioning from 
shareholders. By assuming MobilCom’s 
debt, France Telecom would be adding a 
further $6 bn-$7 bn to its own existing 
financial obligations of about $61 bn. Its 





‘shares have fallen 54 percent since 


January on concerns over its high 
gearing. It ıs expected that Orange, which 
already owns a 28.5 percent stake in 
MobilCom, will buy up the remaining 
shares. 


MetLife to buy Ahisa 
MetLife, the US 
financial services | 
group, will 
acquire 

Aseguradora Hidalgo (Ahisa), Mexico’s 
second-largest insurer, for $9.2 bn pesos 
($962 mn), in one of the most successful 
Mexican privatizations in years. The 
acquisition, which follows an auction in 
which MetLife outbid Mapfre of Spain 
and Inbursa of Mexico, will take the 
company’s share of the Mexican 
insurance market from 4 to 15 percent, 
ranking it only behind ING of the 
Netherlands. It also continues the rapid 
entry by US and European companies 
into Mexican financial services. The sale 
continues a policy cf expansion in Latin 
America for MetLife, which has had a 
presence in Mexico for a decade. More 
recently, it has bought or acquired 





~ 
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businesses ın Argentina, Brazil, Chide and , 


Uruguay. Ahisa specializes in group 
policies for employees in the public 
sector, an area in which MetLife also 
specializes, and so the combination 
appears to be a natural fit. MetLife 1s 
paying a rich multiple of 14.8 times last 
year’s earnings, after adjusting for 
extraordinary events of last year. 
However, Ahisa’s status as the 
monopoly provider of insurance to 
Mexico’s public-sector workers may 
justify a higher multiple than would be 
paid for other companies in the sector. 
Following an agreement with Mexico’s 
Federal Competition Commission, which 
blocked an earlier attempt to sell Ahisa, 
the company will be allowed to keep its 
exclusive government contracts until the 
end of 2004. This gives MetLife 30 months 
to make changes to its salesforce to make 
it ready for competition. The sale is the 
first privatization since President Vicente 
Fox came to power in December 2000, 
and is a notable success for the 
Government, as the price paid ıs at the top 
of expectations. 


Croatia puts INA on sale 
Twenty international 
oil and gas companies 
have bid for a stake 
in INA, Croata’s oil sca 
and gas monopoly, and one of the largest 
such businesses still in state hands in the 
Balkans. The Croatian Government is 
selling 25 percent plus one share in INA as 
part of its energy sector reform. The 
company has been valued at between 
€1 2 bn and €1.8 bn ($1.12 bn-$1.69 bn) by 
Deutsche Bank and PwC, the advisers. It 
1s one of Croatia’s most valuable assets 
to come up for sale since the 
privatization of the pharmaceuticals 
and telecommunications companies. 
MOL of Hungary, OMV of Austria, Eni of 
Italy and Russia’s Lukoil are believed to 
be interested. The Government has been 
under pressure from international 
organizations such as the International 
Monetary Fund and European Union 
to carry out privatizations. However, 
privatization, particularly to 
foreigners, is unpopular domestically. 
INA, which had been losing money 
until last year, requires large 
investment. It has two refineries, which 
have investment needs of some $360 
mn over the next three years, 
according to company sources. 


- 





Instinet buys Island 
Reuters, the UK global 
informatıon 
provider’s majority- 
owned electronic 
trading platform 
Instnet had agreed to 
buy rival Island ECN in 
an all-share deal 
valued at $508 mn. Instinet will pay its 
shareholders a special dividend of $1. 
Island shareholders will end up with a 25 
percent stake in Instinet. Instinet’s move 
for its rival will expand its market share of 
trade in NASDAQ-listed companies to 
around a fifth and give it a larger base of 
traders and investors. Instinet’s customer 
base 1s concentrated on institutions, 
whereas Island has attracted more 
day-traders, hedge funds and smaller 
brokerages. Island 1s the industry leader 
among the so-called Electronic 
Communications Network (ECN), 
upstarts who used sophisticated low-cost 
trading platforms to take on Instinet. The 
new enlarged trading platform also 
promises greater liquidity at a time when 
all brokers are being squeezed by the 
sharp fall ın the stock market since the 
technology boom of 2000. Reuters’ 
shareholding in Instinet will fall to 
62 percent from 83 percent on the deal. It 
would receive $207 mn from the payment 
of the special Instinet dividend. 


Murdoch to buy Telepiu | 


Rupert Murdoch is to 
pay €1.5 bn ($1.4 bn) to 
take over Vivendi 
Universal’s Telepiu 
pay-TV unit in a deal 
that will see News 
Corp become the sole 
pay-TV operator in 
Italy. The agreement, however, hinges 
upon News Corp finding other investors 
that would reduce its stake in the venture 
to 50 percent, and upon approval from 
Italian and possibly European Union 
antitrust regulators. According to sources 
Telecom Italia, which owns half of 
Stream, will agree to spend cash and 
increase its stake in the combined group. 
The accord ends months of bitter talks 
and threatened legal action between the 
two rival media chiefs while both their 
Italian operations piled up massive losses 
Vivendi’s Telepiu and News Corp’s 


Stream last year lost an estimated €750 _ 


mn combined, and are on track for a 
similar loss this year. Vivendi last winter 
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agreed to acquire Stream from News 
Corp, but last month canceled the deal 
when Italy’s antitrust authority imposed 
conditions that Vivendi said would not 
easily allow it to make a profit. Under 
pressure from ratings agencies to slash its 
borrowings, Vivendi said the transaction 
would reduce its €17.1 bn debt by €1.2 bn. 
But the deal also marks another setback 
for Jean-Marie Messier, Vivendi’s 
embattled Chief Executive, who has 
abandoned Canal Plus’s ambitions for 
Telepiu, the market leader ın Italy. Canal 
Plus last year lost €500 mn at the 
operating free cash flow level. News 
Corp will pay €650 mn in cash 1f the deal is 
completed, probably during the last 
quarter of this year. It will also assume 
€550 mn in debt and pay off a €300 mn 
loan in five years time that Vivendi made 
to Telepiu. 


Heinz to spin off brands in 
$1.8 bn deal 


HJ Heinz 1s spinning 
off some slower- 
growing businesses 
and merging them 
with fellow US food 
company Del Monte, 
in a $1.8 bn deal the 
food giant hopes will 
transform its growth prospects. The 
maker of Heinz Tomato Ketchup and 
Baked Beans has been under pressure to 
act to perk up sales and earnings growth, 
after three years of little progress. It will 
spin off its North American pet food and. 
pet snacks, US tuna, US private label 
soup and infant feeding businesses. 
Brands to go include Kabbles ’n Bits, 9- 
Lives, StarKist and Pup-Peron. The 
spun-off businesses will be merged with 
Del Monte ın an all-stock transaction. 
with Heinz shareholders getting 0.45 Det 
Monte shares for each Heinz share 

Heinz will offload $1.1 bn debt on to the 
new company. Heinz shareholders wil- 
be left with 74.5 percent of the new De 
Monte, and Del Monte shareholders 25.£ 
percent. Heinz was left out of the fooc 
industry merger wave of 2000, raising 
questions about its strategy. It has beer 
criticized for hanging on to businesses 
such as StarKist, holding back its overal. 

growth. = 





D G Prasuna, Team Anahst 
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ith the advent of new prod:icts and services, the 
banking industry has never looked back. Newer 
and better schemes evolving in this industry 
has even caught th= eye of ouz Government. Special 
Purpose Vehicle is ane such irvention, also called a 
“benkruptcy-remote entity”. Special Purpose Vehicle 
(SFV) is usually a sudsidiary ccmpany with an asset/ 
liazility structure and legal status that makes its 
ob-igaticns secure even if the parent company goes 
bankrupt. Problems arise when CFOs take undue 
acrantage of the accounting loopholes to hide debt and 
thus follow the praccces of window dressing. It could 
be devastating if things go wrong, as was seen in the 
Enron case. Thanks to Enron, SPVs are househola 
words. 
Yashwant Sinka has ` 
prcposed to finance the 
infrastructure projects of the country through SPVs. He 
hac. a meeting with the chiets of Life Insurance 
Cororation, State Bank of India, Industrial Development 
Bank of india, Infrastructure Development Finance 
Company and ICICI that have been identified for 
| finarcing infrastructure projects through SPVs initially, 
with other institutions and banks in the pipeline to be 
roped in later The berks would aave to take decisions 


ne of the largest software companies in the world, 

Computer Associates, received-a major blow 

when SEC sterted investigat-ng its accounting 
policies. Computer Asecciates’ main strategy has been to 
buy other firms, sack all the 2rplcyees and enforce 
softvare-contract rights. In 2000, the company changed its 
‘| auditor and the mannes in which it accounted for software 
contracts. The company’s acccur ting practices raised 
susp.cions on the way if presents its financial statements. 
The company has recently stopped disclosing such 
fizures, which would ^elp the investors in comparing the 
company’s present performance with that of before the 
chanze of the accounting practices. 

Two years earlier, — 
Computer Associates 
Jhad paic its top 
executives an immodest sum of $1.1 kn worth of its stock to 
its top executives. The acriount was ted to the performance 
_|of the stock price of the company Tae compensation plan 
was such that the top e»ecutivés will be paid a sum of $1.1 
bn if ihe stock price stayed above $53.3 for a period of more 
than 6) days during any Hime in the 12-month period. The 
targe: was reached on May 21, 1968. The payment was 
followed by lawsuits 7iled by the shareholders of the 
company. The snareholders were, in particular, fed up by 


the fleeting nature of tae compary in acquiring new 


SPVs: The New Mantra 
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regarding the project and debt- 
equity pattern individually. The 
estimates work around Rs. 
40,00-50,000 crore, needed to 
be raised over a period of five 
year=. Such financing seems to 
be sector-specific and extension 
of th.3 scheme to other projects is 
a meter under discussion. The 
inferznces from the finance ministers’ statement show 
that the funds would be made available to those sectors 
in which government spending is high. Railways, 
rural roads, roadways, ports and urban infrastructure 
projects come under this purview. It is proposed that 
the banks and financial 
institutions should work on 
a co-ordinated basis in 
financing the infrastructure projects. Budget 
2002 nas seen more initiatives on infrastructure 
development and also includes a sanction of Rs. 1000 
crore <or infrastructure equity fund under IDFC which 
stands to be its nodal agency. However, the captive 
industry will always'survive by adapting quickly to a 
chang_ng risk environment. 





A Ravi Shankar 


software companies. Exactly, two . 
monts after the payment, the `f 
company issued a profit warning. 
As a result, the company’s share 
price collapsed. Now the shares of 
the company are traded below $20. 
The executives returned more than 
a sum of $250 mn of their award 
becauze Computer Associates 
failed <> insert a clause in the compensation allowing the 
pavout to be adjusted to the stock splits. This symbolized 
the end of the smugness of the bigheaded Charles Wang, 

founder, Computer Associates. 
Wang should also face the impending return of Sam 
Wyly, the man who 





Yet Another Accounting Chicanery headed the militia to 


launch a proxy fight 
for control of Computer Associates’ board. But he could 
win oniy 25 percent of the vote. Wyly’s through his vehicle, 
Ranger Governance, has already attacked the sales and 
customer service practices. This time Ranger is beefing up 
to attack the board, which according to Wyly lacks 
independence. Only future can say the fate of the 
beleaguered software giant whether it could be able to 
settle all the cases filed with the SEC and could regain the 
past gicry or not. 


Sharath Jutur 
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Dutch glory 
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The Netherlands is one cfthe most dey eloped countries in the world. A country with limited natural resources, much of the modern 
Netherlands has been reclaimed from the sea. In the past 20 years, the Du-ch economy has grown impressively at an average of 
three percent. Through most of the 1690s, the Dutch seemed to have mastered the art of combining high growth rate, low 


unemployment and low ixaflation. 


he Netherlands sas one of the 

superpowers of tae world in “he 

17th century. The Dutch East Indiz 
company was the world’s first 
multnational. The Dutch extended ther 
presence to the Moluccas, Cylon, Formosa, 
parts of India and Nagase in Japan. 

By the 19th century, -he Dutch had 
slided into relative oklivion. Late to cath 
on to the industrial revolution, the 
cauntry entered the ¿20th centu-y 
primarily as an agrarian 2conomy. Tae 
German occupation dur.ng the second 
world probably saw th= Netherlands 
hitting a trcugh. In 1952, the southern 
dikes were breached, kiling some 2000 
people. l 

Since the 1950s, the Netherlands has 
come z long wav. In 1959 gas reserves 
were dscovered off the northern coast of 
the Netherlands. But this had a mixed 
impac:. Exports did pick-up. But it also 
trigge-ed off public sverding, a sharo 
appreciation of the gu:lder and the 
constr.ction of a welfare 
state. .n 1982, the bucge- 
deficit touched over sever 
percent of GCP. It was then 
that the workers, 
businessmen and che 
goverrment got together- 
The accord signed in! 
Wassenaar, a suburb of the 
Hague proved to be a 


The Dui ch record in 


employmenl generation 
is commendable. 


Workforce participation 


as a percentage of the 
total working population 





In recent times, the Dutch economy 
has looked a lot less healthy. Inflation and. 
unemployment are both rising. Many 


- Dutch atizens are also unhappy with the 


country’s excessively liberal policies 
concerning issues such as immigration, 
drugs and prostitution. Since the Dutch 
economy is outward-orien-ed, the 
slowdown in the global economy in 
recent times has also had a significant 
impact. 


Economic policies 

The Dutch economic mrocel has 
unpressed many observers. In th2 past 20 
years, the country has quietly but surely 
introduced flexibility in the labor 
markets. Unemployment is currently less 
than two percent down from the peak of 
11 percent in 1983. Government spending 
has been tightened. In 2001, the 
government recorded a budget surplus 
of 1.1 percent of GDP compared to a 
deficit of over seven percent >f SDP in 
1982. Public debt is now a 
healthy 51 percentof GDP 
compared to 76 percent in 
1988. Taxes have come 
down. Dutch h2alth care 
reforms have also been 
very innovative. In other 
social services sich as 
education, the Dutch have 


turrung pomt. It paved the- private sector ana injected 
way for pay hike restraints is 74 percent, ahead of. an element of competiton 
and decentralized eves the US: But fiscal restraint may be 
bargaimng. E harder to achieve in the 





In 1983. unemplcyna2nt was 11 
percent Butit steadily Ceclined. From the 
mid-1980s, the tight pegging of the Dutch 
guilde> against the DM -esulted in 
monetary discipline. Fiscel restraints 
were also put ın place. 


12 e 


coming years as there are ircr2asing 
cemands on public services. 

Tne Dutch imposed monetary 
ciscipline on their system bv a tightpeg of 
tne guilder to the DM In 1992, the 
European Exchange Rate Mechanism 


increased the role of the- 


(ERM) faced a crisis. The UK, Italy and 
Greece withdrew from the ERM. And all 
the other countries widened the band 
within which their currencies oscillated 
against the DM. But, the guilder 
continued to move within a narrow 
range. Indeed, the German Bundesbank 
had so much confidence ın the Dutch that 
it was the most ardent supporter of Wim 
Dusenberg (a Dutchman) for the 
candidacy of president of the European 


- Central Bank. 


The Dutch record in employment 
generation is commendable. Workforce 


- participation as a percentage of the total 


working population 1s 74 percent, ahead 
of even the US. This figure was only 52 
percent in 1982. The growth in part-time 
jobs 1s an indication of the growing 
flexibility of the Dutch labor market. But 
the participation rate of older people is 
very low. Presumably, this is due to a 
generous social security system that has 
created disincentives for unemployed 
people to get back to the workforce. 
The Dutch need to take a serious 
relook at their disability scheme. A 
ridiculous one mullion out of a total 
population of seven million people 
qualify for this scheme. Quite clearly, 
many people have taken unfair 
advantage of the system. Employers on 
therr part have looked at the scheme as a 
cheap and easy way of getting rid of 
surplus workers. There is also a feeling 
that the official unemployment figures 
are grossly understated. In recent times, 
the rules for claiming unemployment 
benefits have been tightened. But, the 
number of new entrants into the scheme, 
after falling for sometime has again risen. 
This 1s because the benefits are still high 
and morutoring 1s not very mgorous. The 
Dutch need to summon the necessary 


` 
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political will to introduce more radical 
reforms in this regard. 

The Dutch have introduced several 
mnovations in their health care system. 
The country believes in universal 
coverage through compulsory social 
insurance. But almost 75 percent of Dutch 
hospitals are private establishments. 
Two-thirds of the population are enrolled 
compulsorily in one of the country’s 
health-care funds. The remaining are 
covered by private insurance. Patients 
can switch their insurers once a year. 
Insurers can contract with doctors and 
hospitals of their choice. This has aimed at 
introducing competition into the health 
care program and yet ensure universal 
coverage at low prices. But tight cost 
control by the finance mirustry, combined 
with a limited supply of doctors has 
resulted in customer disgruntlement. 
Despite these limitations the Dutch 
system seems to be more customer-onented 
than in the US, where cost-cutting 1s the 
norm with HMOs dominating the 
scenario. 

Education is another 







The Netherlands was one of the first 
countries in the world to legalize 
abortion. But it has also attempted to 
discourage abortion through sex 
education. So, the country has one of the 
lowest abortion rates in the world. 

The Dutch have promoted gay 
rights, more enthusiastically than any 
other country in the world. Marriage 
between gays was legalized in 2001. 
The normal civil marriage laws apply 
to gay couples. 

The Dutch have led the way in 
euthanasia. Doctors can assist patients in 
committing suicide provided they follow 
a code of conduct. Like drugs, incidents 
of euthanasia have not risen sharply 
since ıt was legalized. Monitoring has 
been good and on an average, two out 
of three euthanasia requests are 
rejected. 


Business and industry 

The Dutch have a long tradition of trading 
and investment. In terms of tonnage 
handled, Rotterdam remains the largest 
port in the world. The 


area where the Dutch are The Dutch have a long country has produced 
trendsetters. 70 percent of | tradition of trading several famous MNCs 
the schools in the country ndi like Philips, ABN-Amro, 
are privately owned. The and investment. Royal Dutch/Shell and 
Dutch have a lot of choice In terms of tonnage Unilever. The core of the 
while selecting schools for economy, however, 
their children. Management | handled, Rotterdam eee eE Bian 
l e es sma 
a oecerner oe remains the BE Agro-based 
Social policies largest port industries are very 





Dutch social policies have 
been highly radical. Take 
the case of drugs. Instead of 
putting curbs, availability of drugs in 
coffee shops has been increased. Though 
growth and sale of drugs is still legal, no 
legal action 1s taken against coffee shops 
which stock up to 500 grams of cannabis 
and sell not more than five grams to one 
person. Surveys show that cannabis use 
has decreased in recent times. Moreover, 
the Dutch policy makers feel that the 
ready availability of cannabis has helped 
prevent the use of hard drugs. Indeed, 
heroin abuse 1s much less prevalent in 
the Netherlands, compared to Britain 
and many other European countries. The 
Dutch have-legalized prostitution. In 
2000, brothels were made legal. But there 
1s no evidence that prostitution has 
increased. On the other hand, tourist 
inflows have picked-up. Moreover, tax 
collection has increased and the police 
have found it easier to drive away illegal 
ummigrants in the prostitution business. 


in the world 


important for the Dutch 
economy. Beef, pig meat, 
- chicken and dairy 
products are major exports. Horticulture 
1s also important. The Netherlands is the 
fifth largest foreign investor in the world 
after the US, Britain, France and 
Germany. The country ıs also one of the 
most attractive investment destinations 
in the world. 

In housing construction and food 
processing, the Dutch lead the world in 
productivity So, there is considerable 
scope for globalization. But the housing 
sector has faced a serious problem owing 
to shortage of land. According to the 
McKinsey report, in the mid-1990s, 
roughly 70 percent of the land was 
available for agriculture, 13 percent for 
nature, nine percent for infrastructure 
and commerce and less than eight percent 
for housing. This has acted as a dampener 
on housing construction. 

In services, the Dutch are making 
impressive studies, led by banks hke ABN 
Amro, ING and Robobank and retailers 


like Royal Ahold. But Dutch financial 
institutions are far less innovative 
compared to their American counterparts. 
Moreover, in manufacturing, the Dutch 
are weak. Many Dutch companies are 
comfortable operating in the US, the most 


_ important market in the world both in 


terms of size and strategic significance. 
Indeed,-many economists consider the 
Netherlands to be the most Anglo Saxon 
country in continental Europe. Quite a 
few Dutch companies have English as the 
official language. 


Understanding the Dutch 

e The Dutch are imbued with 
community spirit. So, collective 
decision-making is the norm. 

e Retrenchmentis difficult but 1f people 
are handled well, it can result in a 
highly motivated workforce. 

e The Dutch respect hierarchy So, it 1s 
desirable to define roles clearly. 

e The Dutch workforce 1s generally 
educated, multilingual and computer 
literate. 

e Investment agencies are proactive 
and professional. 


Future outlook 


Quite clearly, the pragmatism shown by 
the Dutch in solving their economic and 
social problems has been impressive. The 
country’s atizens enjoy a high standard 
of living. Businessmen seem to be 
generally happy with the degree oi 
flexibility in the domestic labor market 

Nevertheless, there are some clouds 
looming on the horizon. Many Dutck 
people are unhappy with the inflow o: 
immigrants. The rise of the late Pir 
Fortuyn is part of this phenomenon. 
Fortuyn attacked immigration policies 1r 
general and Islam in particular. Hi: 

populanty 1s a clear indication that manr 
Dutch do not like multiculturalism 
Fortuyn’s recent assassination has sem 
shock waves as ıt 1s the first politica. 
murder in the Netherlands since the 17th 
century. At a broader level, some analysts 
feel that dissatisfaction with the mainstream 
political partes that stand for consensus 5 
growing. Dutch political leaders seem © 
lack charisma and are short on new idea: . 
The Dutch public want an upgradation cf 
social services. The new government has 
to live up to all these challenges. m 


A V Vedpuriswar, Dec, 
ICFAI Knowledge Center, Hyderab d 
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“Accounting frauds have become more of a rule these days than 
exception. Who is responsible for this state of affairs? Are the regulators 
geared up to check these creative accounting practices.” 


S Santhanakrishnan, Partner, Sridhar & Santhanam, Chennai, and Member, 
The Central Council of Institute of Chartered Accountants of India. 


J How far are the audiiurs 
responsible for the costinuing saga cf 
accounting frauds? 

They are the Big 4 anc they keep movirg 
fror one piace to anothe-! Andersen, whio 
was r.o doubt, gcod, became bad because cf 
Enrcn, overnight (Till last rear they held the 
no © spot in surveys cf go+l auditors ammn2 
aco} ting professors, now Z&Y holds the nc. 
1 neme for quality) Andersen, let us say 
merges with E&Y—at lees: in India—and 
look! They have become gom again overnight 

There is no system of audit in the past, 
present or any time in futur2 which will locate 
all freuds in companies. Suck an audit systerr 
did noz, does not and wil no: 2xist! Understz_nc 
that! lyth (people’s fath) Fat Big 5 have he 
skills abilities, talents and :cols to do a gcoc 
audit has been compleiely v ped out by such 
issues. The natural question is, what is the 
value for money and the benefit realized cor 
sech uigh fees tha: they are ciarging ? 

O How far are tke Board of 
Directors responsibie fer this pitialle 
state of affairs? 

If tt is something which 







The chat ge .1as to take 


guilty. Auditors in specific cases could be 
probably accomplices; both the culp-it and the 
accomplice should be punished. 


CLs it ethical on the part o; the SEC 
to let off the financtal fraudsters with 
just a fine? 

I agree. Some one has to pay sor this and 
not the poor shareholders. T-ey have been 
cheated and they have lost their hard earned 
money and look, they have to also bear the 
penalty! 

Take the case of xerox. Xero} dupes its 
shareholders and they get cheated. Tren Xerox 
pays a $10 mn fine, making sharzholders 
poorer. This is a big joke. SEC looks at the 
largest fine it has collected! 


C How far is the pace of change in 
regulations able to match the bace of 
emerging ‘innovative’ earnings 
management tactics? 

In my opinion the research zormittee of 
the CA Institute should come oat with 
immediate pronouncements in new and in 
doubtful areas. Even if the standards take time 
to evolve, at least there will be 
an application of mir.d.and will 


keeps happen.ng wih i not be left to the mangement 
regularity then you must knor place wath the to deal with it the way they want. 
aig hei Rion regulators and with Now note ths: “he Big 5 
~ obs 3 

decides to take sharchaldex | the standard setters ay 4) bs Fes 
for a ‘walk’ and collude to cc ee ee ee 

things, it is not easy for ar rather thai saying we |a revenue of £46 br last year 
audito- to find out all that £ need a rey set of (much mon Wii cur entire 
going on. If the Board knes i forex reserves’). They are a rule 
some hing or cculd have regulations / new unto themselves. | have 





known (something like mary 
off-balance sheet partnerships —— 

in Enren) and they do not qu estion that, then 
itis wrong Otaerwise how are they supposed 
to knox that a CEC is say ‘Crannel stuffing’. 

The responsibility falls squarely on the top 
manaz2ment and the fuli time executives 01 
the Bozrd. They are the culp-ts. How do yo. 
ensure that the culprits leara their lessons? 
PUNISEIMENT That is the ony thing that wi | 
help. ‘fou need to pat the gu” oehind bars D 
ensure Le /others learn a lesem, once proved 
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standards 


nothing against them; If they 
are that big, it is elsc Lecause 
they are good. But we all know porer ccrrupts. 
Let us see regulation and how it works. The Big 
4 employ only around five percent of 2ll CPAs in 
US. But they control over 10 percent of the State 
Boards which oversee the profession, act as 
watchdogs, grant and revoke |. cerses and 
investigate companies. What sind of 
independence/justice do you expect? Except 
Deloitte Touche, in all other Big 4, par-ners are 
aggressive and have targets to meet. they get 


paid if they bring consulting work; What 
independence is possible if I am going to 
always dread losing a client? 

The change has to take place with the 
regulators and with the standard setters rather 
than saying we need a new set of regulations / 
new standards. 


"] Where does SEBI stand in 
comparison to SEC in this area? 

We can confidently say that SEBI is slightly 
better than SEC on various counts. In our case 
we also have size as an advantage. We have only 
one Fortune 500 company in public sector and 
one, now in private sector. Otherwise (but for 
UTI) we have had only minor disasters which 
we could grin and bear. (not that in UTI we are 
doing anything else!) If a public sector/co-op 
sector bank goes down, the Government 
pumps in money. It supports the bank in some 
way or the other. So we do not have that much 
big problems arising out of size here. Also 
death of a company is a slow, painful process 
here. 


SEBI has to select a few companies where 
profits/prices are going through the roof and 
where there are signs of stress (like cash flow 
problems, too much current assets, new 
project implementation etc.) and subject such 
companies to investigation. They should also 
select some potentially sick units and see how 
bad things are. The case in point is a 
company’s balance sheet before and after going 
io BIER. There will be a lot of clean up, because 
they know BIFR will protect them; no legal 
cases; concessions from banks/FI etc. Does 
anyone ask why there is such a big difference in 
reported profitfosses in one year? SEBI can 
use a panel of reputed CAs themselves 
including the Big 4 and use them fruitfully to 
get at the truth. When and if something is 
established, SEBI take it up seriously with the 
Institute of Chartered Accountants of India 
(ICAT). It is an independent body and is a 
much better and decisive body than the US 
counterpart. Use ICAI for both deterring and 
investigation. = 9 
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Basle Norms 


Catching up in India 


FINANCIAL SERVICES 


RBI’s new draft guidelines for country risk management would go a long way in adhering to the international norms. 


catching up with 

recommendations of the Basle 
Accord. Though the Basle Committee 
consists of representatives and 
supervisors of the G-10 countries, its 
recommendations are taken seriously 
and are followed by most of the 
countries. The Basle norms act as the 
benchmark reference to the other 
countries. The Basle Accord of 1988 
became an accepted world standard with 
over 100 countries applying the Basle 
framework to the banking system. This 
accord bought standardization in the 
banking system and created a level 
playing field for banks. 

Since 1988 there has been a lot of 
changes in the banking arena. 
Innovations were brought in to 
circumvent the guidelines. Some of the 
banks ın the developed world have 
developed advanced risk management 
tools which were superior to the ones 
recommended by Basle. To keep in tune 
with the nde, the Basle Committee has 
framed new guidelines which would be 
implemented from 2004 after receiving 
feedback from various banks. 

While the time set to move to the 
complete adherence of the new accord 1s 
2004, the countries ın the core group are 
already implementing some of the 
guidelines One such guideline is on 
country risk management. Reserve Bank 
of India has started the consultation on 
this point and invited views and 
comments before June 15, 2002. The 
proposal would be implemented from 
March 31, 2003. 

It is seen that RBI is not satisfied with 
adequate policies and procedures for 
identifying, monitoring and controlling 
country risk by banks ın their international 


|: looks hike the Indian regulators are 


lending and investment activities. It 1s - 


seen that few public sector banks had not 
introduced country risk exposure 
monitoring system. Many of these banks 
did not even have-a robust reporting 
system for country exposure Few banks 


the, 


had fixed country risk exposure limits. 
These limits wherever fixed were a 


. proportion of capital and reserves. Some 
: of the banks had not furnished the rationale 


or fixing country exposure limits. A few 
banks have adopted country risk 
classification put out by Puromoney or 
Dun and Bradstreet. 

According to the Advisory Group on 
Banking Supervision which submitted its 
report in July 2001, which undertook a 
detailed analysis of the level of 


.compliance on the country risk, the 


gross exposure of public sector banks 1s 
Rs. 52,046 crore and the gross exposure 
for new private sector companies 1s about 


Rs. 7057 crore. So what would be the ° 


effect of provisioning on these banks? 
According to the risk weights classified, 
ranging from 0.25 percent to low-risk 
countries to 20 percent to high-risk 
countries, the additional provisioning 
requirement would be Rs. 378 crore for 
public sector banks and Rs. 28 crore for 
new private sector banks. This 
provisioning was considered achievable 
for banks. It is observed that in few 
countries the regulators have prescribed 
the rate of provisioning and in some the 
rate of provisioning has been left to the 
discretion of the banks. It is seen that the 
band of provisioning in Belgium 1s from 


10 percent to 60 percent. In Canada, the - 


minimum provisioning is 35 percent. In 
Italy the provisioning ranges from 15 
percent to 60 percent. Going by thus data 
the provisioning in India 1s far less. 
According to the new draft guidelines 
on country risk management, banks 
should formulate appropriate well- 
documented and clearly defined Country 
Risk Management (CRM) policies and the 
approval of the respective boards. The 
CRM policy should address issues of 
identfying, measuring, monitoring and 
controlling country exposure risk. The 
banks should reckon both funded and 


non-funded exposures from `their.. 


domestic as well as foreign branches. 
Indirect country risk should also be 


0, L4G 
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‘considered and the exposure should be 


computed on a net basis (gross expostre 
minus collaterals, guarantees etc.). 

To begin with banks are allowed to 
adopt sovereign ratings of internatio ial 
credit rating agencies but eventually he 
banks are expected to put in place 
appropriate systems to move over to 
internal assessment of country risk. Six 
risk categories have been identified— 
insignificant; low; moderate; high; very 
high and off-credit. The provisioning is 
from 0.25 percent to an insignificant -isk 
country to 20 percent to an off-cre dit 
country. The banks should monitor the 
country bonus on a weekly basis be-ore 
moving to real-time monitoring 

. This particular move would no dcubt 
improve the risk management in benks 
buton the down side the underdevelcved 
and the developing nations feel thatat is 
an evil as it would not encourage banks to 
lend to these countries due to hig her 
provisioning requirement. w 


Related Article: 


1 The New Basle Accord ~ More questions than 
answers, Analyst, March 2001 


D Satish, Team nafysr__ 
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Special Purpose Entities 


Gasping for breath 
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The post-mortem report af Enron, the zzar of all financial frauds, just shows 20w blatantly the company flouted accounting norms, 
crea-ing several off-balance sheet enites, deceiving millions of investors. With investors increasingly becoming wary about 
acco iting practices, wil this mean an end of the road for SPEs? 


troubling the mughty SEC (Securities 

ar.d Exchange Commission) today, it 
must Łe the legacy which Enron, once an 
icon 3f corporate Ameriza but now a 
bankruptcy zase, has left behind. Out >f 
many skeletons, which here come out of 
the erergy-trading compary’s cupboard, 
the most mysterioxs is the web of 
surrogate offsprings it created in the form 
of Special Purpose Entities (SPEs). Tre 
post-mortem report of Erron’s financial 
fraucs shows how blatantly the company 
floutex. acccunting norms and set us 
several of (about 900: off-salance sheet 
entities, in order to inflaæ its earnings 
numbers for years before he party gct 
over for it. 

Unfortunately Enron wes not alone n 
exploiting the gaping lcopaoles in the U3 
GAAP ‘Generally Accepted Accounting 
Principles). A spate of companies ranging 
from the now much ma-igned Tyco 
International to General Motors are 
drawir g flak from investors <or ir.dulging 
in suck dubicus activities. In a way, the 
suddem demise cf the erergy-trading 
giant has opened a can of worms. With 
more and mere big corporate accounts 
coming under market scrutiny, a slew oi 
such accounting malpractices is coming tc 
the fore. This has sent marks into jitters, 
with wary investors ircreasıngly 
becoming suspicious of any-“Ling which 1s 
off-Falance sheet (growing concern about 
mobves behind setting up such entities 
has “ed to investors pulling down stock 
prices or even the top-rung firms like 
Generel Electric and General Motors). 

Does all this mean the er.d of tne road 
for this financial tool called off-balance 
sheet ertities? What remedial measures 
are needed to reduce if not eliminate 
instances of abuse of cff-baiance sheet 
accounar.g by compamies. 

Thevgh it would be harek. to say that 
SPEs are created oniy with so ne dubious 
motives, it is true, at the sare time, that 


|: -here is one thing, ~hich might be 
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this practice has raised enough concerns 
abcut its genuine applicetion by greedy 
corvorates. While opinicns vary on the 
viability of SPEs, one thing every one 
agrees upon 1s: It ıs a useful instrument 
anc. should not be scrapped. Agreeing. 
with the popular percepticn, R-chard 
Wayman, President, Research 3tock (a 
US-based stock market -esearch firm) 
says that it is true that the SPEs channel 
has been abused, but that should not lead 
to its elimination; what 1s required is a 
revision in the overall provision of the 
regulatory framework dealing wrtt: it. Of 
zourse, they do say that scme arr.ount of 
screw tightening is warranted. But will 
chat be enough to rein in the tricksters? 


SPE — The growing abuse _ 
The growing cases of abise of the SPE 
zoute has rattled the marke: sentiments ın 
recent times, more part-cularly after 
cnron. Enron floated around $00 5PEs to 
Eeep huge amounts of debts, ranning 
into billions of dollars off its balance sheet. 
hus not only helped the comzar y hide 
potential liabilities from th2 markets but 
lso inflate its earning numbers. It 
cverstated its earnings by abort $60) mn 
since the fiscal year 1967. After the 
company’s sudden disclosure about its 
inflated earnings numbers in October 
201,it also revealed that it mad to reduce 
if equity capital by about $! br.. 

More recently, another JS zompany, 
Adelphia Communications. revealed its 
murky off-balance sheet deals. The sixth 
largest cable TV service provider in US 
d sclosed ts off-the-book deelings varh its 
fcunders, the Rigas family, which weren’t 
appreved by the board. Tre sounding 
‘amily borrowed the money from banks, 
with Adelphia guaranteeirg the .cans, 
‘reaning that potential habites kes on 
the company. The off-balance sneet debt 


-armounted to about $2.3 bn. Adelphia has 


admitted that Highland Holdings, a 
pertnership owned by the Eigas femuly, 





borrowed money against credit facilites 
co-guaranteed by Adelphia Some of the 
money was used by Highland to buy 
more shares of Adelphia. Besides, the 
company also has admitted that it could 
be liable for $500 mn in loans to Adelphia 
Business Solutions Inc. (ABIZ), a local- 
telephone provider, which ıt spun off in 
January this year. ABIZ filed for Chapter 
11 bankruptcy protection last week. The 
company also said that the involvement 
of the Rigas family in ABIZ could 
represent conflicts of interest. 

The SEC’s investigation apart from 
other accounting jugglenies indulged into 
by the company also focuses on an 
important transaction through which it 
was allegedly trying to reduce debt on tts 
own books. The transaction involved a 
transfer of digital converter boxes to a 
special purpose entity owned by the 


Rigas. It 1s alleged that Adelphia made a 


bulk purchase of set-top boxes at a 
discount, and transferred $100 mn worth 
of boxes to that Rigas’ partnership entity. 
Surprisingly, though the said partnership 
paid for the boxes in the form of a 
company receivable, 1t 1s alleged that it ` 
didn’t need the boxes for its own 
operations. The transaction had the net 
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effect of artificially reducing Adelphia’s 
liabilities by placing the non-required 
goods in the special purpose entity. 

The story of imprudence by the 
company, however, does not stop here. 
In its filing with the SEC, the company 
also accepted that it had 47,253 fewer 
cable customers as of December 31, 2001 
than ıt had reported. As a result its 
operating profit (earnings before interest, 
taxes, depreciation and amortization) had 
to be restated by $210 mn and $160 mn 
for the fiscal years 2001 and 2000 
respectively. 

The Adelphia case once again brings 
to the fore the issue of conflict of interests 
regarding the auditing firms which 
perform the dual role of auditors as well 
as consultants, as seen in Enron case 
where Andersen drew flak for its dubious 
role in Enron’s financial alchemy. Experts 
opine that Adelphia’s auditors Deloitte 
should have known about the debt and 
asked the company to disclose ıt as ıt had 
audited Adelphia and several of the Rigas 
promoted entities. 

With several big names getting mired 
in the controversy, investors are 
increasingly becoming wary of the use of 
SPEs by companies. And, with Wall Street 
geting inundated with cases of abuse of 
SPEs by companies in recent times, 1t 1s 
clear that their concerns are not 
unfounded. The verbal duel between Bull 
Gross, the famed bond manager from the 
world’s largest bond management 
company PIMCO, and General Electric 
over the lack of enough information 
about the functioning of GE Capital, the 
financing arm of the company, is all too 
well known. Dell Computers, another 
high-flying company, 1s drawing flak for 
its off-balance sheet deal with Tyco 
International’s financial subsidiary CIT. 
The markets got apprehensive of Dell’s 
funding mechanism to achieve such 
robust growth year after year and 
suspect that sustaining such growth 
mught not be possible for the company. 
Dell together with CIT had been working 
on Dell Financial Services (DFS) which 
had financed about $2.7 bn in Dell sales in 
2002, which contributed to around nine 

ercent of the company’s overall value 
(figures for 2001 and 2000 stood at eight 
percent and seven percent respectively). 
Experts opine that Dell may not have any 
liabilities from DFS, as the venture 1s not 
technically a part of Dell; however, 1t has 
provided significant contribution to the 
top line growth of the company over the 
last few years. The deal structure is such 





























task(s). 
status, which make their obli 


entity. 


ownership of any assets. 


order to get cheaper funding. 


How is it done? 


financing them. 


can be moved. 


that Dell provides DFS with leads and 
earns fee in heu of that which it counts as 
revenue (revenue from such activities 
amounted to $70 mn in 2002). While 70 
percent of net profits go to Dell and rest to 
Tyco, any loss from the activity has to be 
borne by Tyco. Though Dell, in its filing 
with SEC has said that bringing DFS on tts 
books will not have any material impact on 
its revenues for FY 2002, nonetheless it 
does corroborate that if CIT were to face 
any problem, Dell might have to arrange 
for replacement of its financing vehicle to 
compensate up to about one-tenth of its 
FY 2002 sales, and that is quite substantal. 
Though Dell’s intenhons might not be 
wrong regarding floating off-balance 
sheet vehicles however, 1t will be needless 
to say that such tangled financial 
structures can easily prove to be a difficult 
task for a lay investor to grasp with 
While itis true that markets have been 
witness to growing cases of abuse of off- 
balance sheet accounting in recent times, 
it will be equally wrong to say that SPEs 
are structured in such a way so as to 


SPE - The Motives and Methods 


A Special Purpose Entity (SPE) is usually floated to perform a specific 
These entities because of their asset/liability structure and legal 
ions secure even if the parent sauna aot o 

bankrupt, need not necessarily be consolidated with the accounts of their 
sponsoring companies, provided the third party investor or creditor holds at 
least three percent stake in such entities as well as enjoys controlling voting 
rights. These entities’ operations are limited to the acquisition and 
financing of specific assets. The SPE issues debt and/or equity instruments 
to investors representing claims on the cash flows or assets isolated in that 


The asset/liability structure of an SPE can be a “cash flow” or a 
synthetic one. In a cash flow-based securitization, the ownership of the 
assets whose cash flows are to be securitized are actually transferred to the 
SPE. In a synthetic securitization, by contrast, the cash flows and/or 
economic exposure is transferred to the SPE through the use of a total return 
swap or some other derivatives transaction. The two are equivalent from a 
risk and return standpoint, but synthetic SPEs do not assume actual 


Companies use off-balance sheet financing for two primary reasons: 
e To make their balance sheets look attractive to potential creditors, in 


e In order to derive greater tax benefits. 


e Companies can lease property or equipment instead of buying it. 
e They can sell less tangible assets like accounts receivable instead of 


e Companies create a joint venture or charter a special purpose entity with 
a new, satellite balance sheet onto which selected assets and liabilities 





exploit loopholes ın the system by 
companies. There are several instances 
where SPEs have facilitated several 
billion-dollar merger and acquisition 
deals, one notable example is the 
acquisition of the global tea major Tetley 
by Tata Tea, India’s second largest tea 
manufacturer. The deal which was worth 
305 Sterling Pounds (approx. Rs. 2000 
crore) was completed with the help of a 
SPE floated by Tata Tea and funded by 
various outside investors. Experts say 
that had ıt not been for SPE, ıt would not 
have been easier for Tata Tea to acquire a 
company several times bigger than ıt. 
Formation of special purpose vehicle by 
Tata Tea ensured that potential risks 
arising out of financial habilites remain 
lymited for the Indian tea major retaining 
although complete control over the 
British company. There are several such 
examples where SPEs have proved to be 
quite useful for the parent company. 
Industries like airlines and financial 
services providers have been the major 
beneficiaries of this financial vehicle in 
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keeping undue risks eway. Airlines 


companies use this rovt (off-balance - 


sheet) to help finance tte purchase of 
planes, others such as financial services 
‘firms use it to fund higk-risk areas lixe 
credit card debts as well es reduce their 
capital requirements. FEarmaceutical 
- companies float them to create research- 
and-cevelopment joint »entures while 
severe] other companies oxt for this route 
so that they could finam-ze real estaze 
‘throug; tax-iriendly leasimz transactiors. 


The way out 

The purpose behind creating SPEs was to 
enable companies reduce their financial 
risks —by keéping certain Lebilities which 
were less desirable off their salance shee. 
Any company which needed funds t 


eitner start a new venture (4. 


petrom;remical company needing to build 
a new pipelirie) or augment its resources 
. {an air_tnes company willing to buy fleet 
of aircrefts) would float a sp2cial purpose 
vehicle and transfer its liab_ty to this off- 
balance sheet entity. Trat way the 
company would not onf, derive full 
benefits from these resources but woulc 
alsc limit its commitmen: to outside 
investors or creditors. In theory, it looks 
like an ideal funding mecrenism, but as 
the experience during the “ast few years 
suggests, it is not so. 

SPEs which were mearf to protect 
both s.des involved in the ztansaction in 
‘case anything goes wrong (promoters’ 
loss is limited tc the exzent of their 
investments in the SPE while in case the 
former goes bankrupt cred:tors cannot 
stake claim over SPE’s ass2:s), are now 
increasingly becoming a losing 
proportion as far as creditcrs or. outside 


Enron’s SPE: The Road to Disaser 





Source Finscial Times, January 29, 232- 
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‘Convertible to $50 m common sha 


investors are concerned. Cr, so the JP 
Morgan Chase and Citi Banx’s (Enron’s 
creditors) billion dollar losses they are 
expected to incur in the =nton case 
suggests. And, it would not be incorrect 
to say that with changing times, -he motif 


(like tax benefits, risk -hedg-ng' Sehind, 


creation of SPEs by companies, big or 
small, has changed for the worse. Though 
SPEs have become ubiquitous ancl forma 


‘part of majority of the fuading 
mechanisms deployed by corporates, 


they have also come as a hand¥ zool to 
shrewd executives who have an easy 


‘route to perform cosmetic surgeries on 


their books (as Enron case suggests). The 
root of the problem (of growing abuse of 
SPEs), to a major extent, lies in the 
loophole of the US GAAP. “T think the key 
anole that needs to be plugzec -s the 
outside ownership limit on SPEs. The 
current requirement of just three percent 
Sutside ownership 1s outrageous,” Cpines 
Nayman (the three t rule enabled 
Znron to keep debt worth $2 6 km from 
three of its partnerships off tts balance 
sheet since outside investors contiduted 
threshold investment of three percent of 
the overall funding of the par-nezsrips). 
Wha: the existing regulation dces is that it 
makes it possible for a company rot to 
consolidate its SPE’s debts and assets onto 
is books as long as its holding ir. the SPE is 
less than 50 percent of the voting stock. 
Even more egregious 1s the fact-thet what 
a company n to do in order tc evoid 
consclidation of its accounts with trat of 
tke SPE is to just get an outsid2 irv2stor 
who needs to hold a mere three percent 
sake in that SPE. To bring in a sense of 
d-scipline among the companiesas wall as 
outside investors, Wayman su that 
raising the limit of investment for cucside 
investors to 1)-20 
percent could 3e just 
what is requirac. 
However, 
fallout of tus move 
could be that z third 
party would agree 
to invest in z SPE 
only when thare is 
increased reward. 
And, itis most likely 
that this could make 
such venrures 
economically 
unviable. In zase, 
the sponscr_ng 
company is unzble 
to find a third perty 
willing to take 
additional risk in 
5 terms cf increased 
stake and has to 
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consolidate those off-balance sheet 
entities with its own account, it would 
defeat the very p of setting up such 
vehicles; that is to hedge risk. Forth „in 
that case, it is most likely that this could 
result in sponsoring company’s balance 
sheet look much more complex, that 
would again be undesirable keeping in 
mind a lay investor’s interests. Besides, 
not only this would increase the cost of 
capital of the sponsoring companies, it 
could also have adverse impacts on their 
credit rating, thereby making it difficult 
for them to raise capital from market. 
Pointing towards another measure, 


Wayman suggests that what regulatory 


. bodies are required to do is to ensure the 


independence of these off-book entities: 
that is the management of the SPE must 
not be the same as the co y's. “In the 
Enron case, I find it incredible that 
Andersen allowed the CFO to be the boss 
of those SPEs. Clearly this was a conflict 
of interest that resulted in unjust 
enrichment of the CFO at the expense of 
Enron shareholders,” says Wayman. 
Unfortunately, today SPEs are floated 
by companies not for the simple motif of 
isolating risk but to hide material events 
from investors. As one saw in the case of 
Enron where it created hundreds of off- 
balance sheet entities and though it was 
liable to the extent of credit enhancement 
guarantee, promises to preserve the 
investment of outside parties, such risks 
arising out of potential liabilities was 
never disclosed in Enron’s books, which 
helped the ir weed in creating a better 
financial health before the investors. 
Though it is imperative that level of 
minimum investment for outside ' 
investors must be raised substantially if 
the SPEs are to ‘be made independent 
from founding companies, what is 


. desired strongly is that regulators across 


the globe must ensure that proper 
mechanism is developed to enforce 
greater control or apply “stress” control 
so that company executives restrain 
themselves from getting into 
unscrupulous activities. However, one 
thing.must be ensured that such vehicles 
are used extensively across the wide 
Po of the mdustry for the purposes 
that are'often legitimate, hence any 
unmindful change in regulation pee 
affect industries across the board and thi 
should be avoided. m - 
Related Article: i 
1. Corporate Debt Defaults: On the debt bed, 
Analyst, April 2002 
Amit Singh Slsodiya, Team Analyst 
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Stock Index 


The ups and downs - 


FINANCIAL MARKETS 


After the techrtology stocks and tne K-10 stocks, this year it was the PSU stécks that propelled the stock index upwards. How and 
to what will the stock index react to in future. ` 


tis said that the movements of the 


stock market is an indicator of the 
economic strength of the country. BSE 
sensex is one of the most prominent stock 
market indicator. After expenencing high 


volatility in the past two years the index: 


` so far this year is range-bound. The index 
opened at 3252 and redched a high of 3758 
on March 4. The lowest that was recorded 
this year around 3100 was in May end. 
The longest sustained rally took place 
between the 4 and 25 of the May during 
which the index climbed 400 pornts. This 
movement is typical of the index 
movement, which peaks during the 


month of February each year, In 2000, the - 


peak was attained on February 3, 2000 at 
5925 points. In 2001, the sensex peaked on 
February 15 at 4435 points. Though the 


timing of the peak is consistent, the - 


reasons for peaking are different. 


February 2000 marked the peak of the > 


Internet bubble. The reasons for ‘the 


surge in stock prices before the 2001 


budget and the sharp fall subsequently 
were attributed to big bull Ketan Parekh. 

Though big-ticket operators like 
Parekh are credited for the movement of 
the stock index, they are not the sole 


movers and shakers of the index. The 


other major factors, which drive ‘the 


index, are the events that influence the - 


growth of specific industries or an event 
which affects a specific group of 
companies like the Government’s 
decision on disinvestments which have 
propelled the PSU stocks to new highs, 
for instance. 





Year 2002 BSE Sensex 





Highest Point Touched in the Respective Months 


BSEIT BSE PSU BSE FMCG 


It is clear by hindsight that nothing has 


beén able to influence the stock markets - 


as much as the Internet boom of the year 
2000. The stock index soared to new 
highs. The index almost reached the 6000- 

oint mark in the month of February 
2000. The bull run began in’ November 
1998 when the stock index was around 
the 2800 mark. The bull run lasted 16 
months during which the stock market 
more than doubled. This has been the 
longest bull run in the history of the BSE 
sensex. Once the Internet bubble burst 
the stock index crashed below the 4000- 
point mark by May 2000—a loss of 2000 
points in a span of three months. This was 
the time when the smart and lucky made 
mullions and the ignorant ones burnt their 
fingers severely. Never before were 
there conditions of such magnitude to 


make or lose money in the stock markets. 


The nightmare returns 

Since the burst of the Internet bubble in 
2000 the’ other major movement on the 
index took place in the following year. 


During the beginning of the year 


memories of the 1992 scam came back to 
haunt the stock markets. This time the 
prime player was Parekh and his 
portfolio of stock popularly known as the 
K-10 stocks. Equity prices cratered when 
the bear cartel gained an upper hand in 


the ‘eternal bear-bull tusslé in BSE. The 
trouble started when Parekh stretched 


himself too thin and the bears started 


overpowering him. In that period the. 


stock market fell from 4435 on February 
14, 2001 to 3550 on 
March 11, 2001, a fall of 
nearly 1000 points in 
less than a month. This 
scam was an eye- 
-| opener and has gone a 
long way in exposing 
: the cartels in BSE, the 
broker-promoter 
nexus, the malady of 





brokers policing themselves that 
highlighted the separation of the 
- management of the stock exchange from 


the brokers -resulting in the 
demutualization of the stock exchange. 

Since the Ketan. Parekh episode the 
stock index is range-bound without any 
major volatility. Some sector-specific 
stocks witnessed major movements. 
Prominent among them were the cement 
stocks whose share prices soared due to 
cartels and artificial price fixing 
mechanism that pegged prices through 
consent of. key players in cement 
industry. This was due to overcapacity 
and lack of demand for cement. The news 
of takeovers in this sector also propped 
up the prices. 


Value searching in PSUs 

The PSU stocks have been the cynosure of 
all eyes so far this year. The perception of 
the Government taking disinvestments 
seriously and the increasingly favorable 
view of disinvestments by all the parties 
concerned namely the opposition parties 
and.the trade unions lead to a climb in the 


- Shares prices of PSUs. Investors who 


previously saw little value in PSUs, 
increased exposure to PSU stocks. The 
fervor reserved for the PSU companies, 
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STOCK INDEX 


especially the oii stocks, seemed -c 
_ underscore a point to investors that ary 
price 1s undervalued. This year’s prz- 

bucget peak was due to the PSU stocks 


soaring or news of disinvestments. Tre | 


effect can be noticed dearly when ore 
compares the BSE sens2x with BSE PSJ 
index. The index, whicn has the bas2 caf 
1000 points, opened et 907 points on 
January 1 of this yeaz. Treindex soared b 
1700 poincs in the menth of ApriL A 
stag2ering climb of neazfy 8) percenz in 
less -han four months. Compare this with 
the other sector-specific indices. The BSE 


FMCS index opened tris year at 9235 -75 


points and reached a peax of 1050 in:the 
mornin of March. Hardly a movemen- o7 
14 parcent. Coming to the next popular 
sectcr-specific index BSE IT the sensex 
o this year at 1612 and reached he 
peak of 1820 in the moath of March. A 
miniscule rise of 12 percent. 

S> has the market faziored in all the 
information or is there still some value buying 
lect? According to Prakash Gaba, Technizal 
Analyst at www.prakasazaba.com, “all 
infornation available to the market is 
duly factored ir. anc discounted in fe 
price of the stock. To me the PSU stockin. 
the sensex has rather reached the end of 


the road except perkaps MTNL, which- 


still seems to have some steam left.” 

_ While another technical analyst savs 
that the process has just begun, Balu Bhai, 
Techrical Analyst at www balubhai.con 
savs, “There is still scape. Tne process has 
just bazun and expected to ccntnue for 
quite sometime into the f_ture.” 


The next big thing: 

So what would be the next dig thing that 
wculd move the index the next time? 
Would it be the operators, a scam, evens 
or an} sector-specific growth? A look et 
the composition of the BSZ index shows 
that it nas three technology irms, Infosys 
Technologies, Satyam Computers and 
HCL Technologies comprising roughly 
16 percent of sensex weigh age as on Mav 
1, 2002. The index has four pharma 
compaznies~-Dr. Reddy Labs, Glaxo India 
Limited, Ranbaxy Labs-end Cipla— 
contributing roughly tc a weightage of 10 
percent. The index has four PSUs—State 
Bank, MTNL, HPCL and BHEL—whose 
aggregate weightage ccmes to 1% 
percent. The other impp-tant and < 


overhang of the recent 35session ot 


MNCs to buyback and del:st.from the- 


. stocs exchanges. ‘There are sx MNCs or 


--— the BSE 30-index — Hindustan Lever 


Limited (65 percent foreign holdings), 
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Relative Performance of PSU Stocks to Sensex 


BSE PSU Index 


ene iment 


Jan-02 
Source CMIE 


ITC Limited (49 percent foreign 
holdings), Nestlé (62 percen: foreign 
holdings), Castrol (72 percent foreign 
holdings), Colgate-Palmolive (54 percent 
foreign holdings) and Glaxo Limited ( 22 
percent foreign holdings). The combined 
weight of these companies on the BSE 
sensex adds up to 27 percent zut of which 
the bulwark HLL weighs 
percent of the sensex. 

This ata time when the analysts think 
that the potential or sustenance of growth 


levels by HLL is highly unlike-7. Balu Bhai 
- says, “It is not right in my opinion to 


accord HLL the same weightage in the 
index as in the past. There is a constant 


need to upgrade /alter.. the_sensex. 


composition itself. We did nozhear about 
BPCL or HPCL or Engineers India and so 
many other popular stocks ti: the recent 
past: Reliance volumes have dropped 
over the years and so has Hindustan 
Lever. When such is the case it is not so 


important to discuss HLL anc its role in. 


the coming years in the composition of 
sensex. I would prefer a monthly 
differential sensex based >n wider 
parameters and not fixed and rotional 
indicators which have not undergone 
much change in the years. How many of 
us are trading in SBI, Reliance, Hindustan 


Lever and other so called big movers of ' 


sensex ?” | 
With the PSU fever com.ng to an 


-end and sectors like FMCG and 


technology relatively stable and the 
motor vehicle companies -ike Bajaj 
Hero Honda and ‘TELCO 
receiving their due in the recent past it 


‘is highly unlikely of ary major 
potential driver might be a marke- ` 


surprises springing up this year, unless 
the MNCs think of buy-backs and 
delisting. This would again renew the 


` interést of the investors-in-the MNCs. + «z 


Balu Bhai opines that the zex push `` 
cught just come from the tech stocks at 


-n about 16 ° 


BSE Sensex os 


` May-02 
Index to base 100 


least in the long run. “The tech stocks 
have a very bright future ahead. They will 
remain in sharp focus in the coming 
years. The NASSCOM targets for 2008 is 
around $ 55 bn in IT exports. Even then it 
is a very small percentage of global IT 
activity. IT related stocks will and can 
never go out of fancy. One would be well 
advised to build a small portfolio of only 
IT stocks and start buying everytime 
there 1s a fall: The sum total of paid equity 
of all major IT companies 1n India today 
would probably be much less than Rs. 500 
crore. These are the companies that are 
going to manape and ‘earn export income 
of over Rs. 260,000 crore in a few years 
down the line.” 
The sensex this year is to be 
range-bound shorn of the volatility 
experienced in the previous couple of 
years. Throwing light on precisely what 
this means, Prakash Gaba says “Sensex 
construction is a complex procedure and 
it depends upon the components of the 
sensex and the way the sensex is arrived ` 
at. The undercurrent is still strong and a 
good technical support exists around 3100 
levels. This 3100 is an important level to 
deal with. The sensex is in positive 
territory as long as it manages to stay 
above 3100 levels and I am looking at a 
level of not more than 3550-3600 levels in 
the near future if 3100 holds, but if 3100 
breaks then the sensex would have 





‘traveled to the negative territory and it 


may go down further to 2800 levels and 
may even test 2600 levels.” But at least for 
the present moment it 1s waiting time, 
where things are stable, till another wave 
pushes the sensex up or down. w 


D Satish, team Anasi 
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"indian Oil industry: 


The Emerging Order 





With the dismantling of APM (Administered Price Mechanism) and deregulation of the marketing 
and refining sectors, the Indian oil industry has finally opened itself completely to market forces. This 
would result in increased private and foreign participation. Players with multiple skills and varying 
capacities are going to reshape the oil industry landscape by redefining the rules of the game. The 
emerging order will challenge the abilities of the incumbent players and provide ample opportunities 
fornew entrants. Who will emerge as the winner will be determined only after the new market structure 


fully shapes up. 


e 21 


CHARTERED FINANCIAL ANALYST © July 2002 


Dey the muct talked about 
deregulation of the Indian oil 
industry ras materialized with the 
government dismantling its three- 
decade-old Administered Pric:ng 
-Mechanism (APM). This meant -he 
oper ing of doors for private and fore gn 
players. Tne three-pheced multi-year 
_ transformaton was hanging in arr till che 
government formally ennounced its 
ir.tertions of sticking to the schedule of 
Apri. 1, 2002. This marks z new era in the 
Ir-dian oil industry. Tre decision to 
distrantle the APM ias receiv2d 
appreciation frem domestic as well as 
international industry players. 

For the government, opening up of 
the sector was a real challenge because of 
the widespread socio-political ar.d 
econcmic implications. F>- the potential 
playe-s, opening up of the sector meant 
more oOpportunrhes anc initiatives <o 
make it big in this low nargin, high 
volume business. Though tne demand for 
petro.eum products has witnessed a 
downturn in the recent imes, future 
projections indicate a st-ong growth 
poterifial. Eyeing the oper:ng up of tre 
sectcl are big names -fke Reliance 
Petroleum Industries, Oil and Natural Ges 
Corpo-ation, Esser Oil anc Shell. Many 
more internauonal players ire observing 
the sector closely. 


Regulation to deregulation 
Tracing the history of the mdustry since 
Independence indicates 
that the sector has 
remained in the strong 
hold cf the government for 
almost three decades. 
Thougk. in the imtial years 
of Independence tr.e sector 
was op2n, the government 
nationa ized Ir.dian arms of 
internaional orl majors— 
Caltex, Esso and Burmah 
Shel. in carly 1970s The oul 
crisis of 1970s triggered the 
nationalization of ol Ù 
companies. The government nationalized 
the refiming and marketing sectors and 
subsequently introduced regulatory 
controls on productior, imports, 
distribution and prang of aude ou and 


petroleum products by apo nting the Ou, 


Coordination Committ22 (OCC). 
Through the committee, the government 
administered the prices o7 petroleum 
oroducts after establishing a complex 
system 0° ol pool aczour t. Tae APM and 
OCC suzerseded che vole of market 
through oommand and conticl. Through 
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The gove-nment at the 
right timc realized the 
importance of 


| deregulating the sector, 
as it requires huge 

investments to meet 
the futue demand 





APM producers, refiners and marketers 
were compensated for operating costs 
and were also assured of a fair return on 
their assets. Prices of the petroleum 
products at all refineries and locations 
were equalized utilizing common 
accounts. This process enabled the 
development of infrastructure on a 
massive scale by underwriting 
investment risk. 

After the initial efforts to stabilize 
prices of the petroleum products across 
the country, the emphasis shifted to 
exploration and production. The impetus 
came in the late 1980s and gained further 
momentum with the economic 
liberalization policies. Realizing the 
importance of investment and private 
participation in the sector’s development, 
the government opted to deregulate the 
sector in 1995. An Oil Industry 
Restructuring Group (R-Group) was 
constituted in 1995 to develop a road map 
to open the sector. The R-Group 
envisaged a three-phased deregulation 
program. During phase I (1596-98), 
rationalization of retention margin for 
refineries, deregulation of natural gas 
pricing, decanalization of furnace oul and 
bitumen and partial deregulation of the 
marketing sector were emphasized. 
Along with them, the R-Group also 
advised the government to provide 
adequate freedom to appoint dealers and 
distributors, removal of subsidy on High 
Speed Diesel (HSD) and a gradual 
reduction cf subsidies on 
kerosene, LPG and input 
for fertilizers 

During the second 
phase (1998-2000), the 
government went ahead 
with implementing the 
pricing of indigenous 
crude on the basis of 
average F.O.B price of 
imported crude, 
rationalization of royalty 
and cess (taxes), further 
opening of the marxeting 
sector and another round of reduction in 
subsidies pertaining to kerosene, LPG 
and input for fertilizers. During the final 
phase (2000-2002), complete deregulation 
of the sector was to be achieved including 
Acro Turbine Fuel (ATF), HSD and Motor 
Spirit (MS) and a transfer of subsidies 
extended to PDS kerosene and domestic 
LPG to the general budget. Most of the 
recommendations of the zroup were 
agreed and implemented as scheduled. 

Though the industry was opened as 
per the schedule, there was a long debate 


“More competition at the 
retail level will not result in 


| any real choice in terms of 
prices, but the players could 
offer more services at the 


petrol pumps in order to 
woo customers.” 


Vandana Hari, Asia Oil 
News Manager, Platts 





about the opening of the sector. While the 
political parties tried to intervene time 
and again, the general public was 
optimistic about the future scenario 
Some believed that the government 
should control the sector in the best 
interests of the end-users, economusts 
favored the deregulation citing the 
implications of burgeoning o!l pool deficit 
on the economy and exchequer. 
However, the government at the right 
time realized the importance of 
ceregulating the sector, as 1t requires 
huge investments to the tune of 
Rs. 1,20,000 crore to meet the future 
demand. According to a forecast by Tata 
Energy Research Institute, the 
consumption of petroleum is estimated to 
increase from 97 MMT to 104 MMT by 
2002 and grow at six percent and above. 
To meet this rising demand the 
government requires massive foreign 
exchange reserves since this demand can 
only be met through imports. The 
government realized that 1f the sector 1s 
opened and private participation in 
exploration and production is stressed 
upon the dependence on oil imports can 
be reduced drastically. Under the APM 
model, the government was unable to 
pass on the increased burden to the 
consumers. This has resulted in escalating 
oil pool deficit to unmanageable 
magnitudes. 

Though APM was dismantled, there 
are some more issues that the 
government should address. Primanily 
the issues are regarding the regulator and 
the role it has to play ın future, the 
implications for the consumers and how it 
intends to ensure a level-playing field 
among the incumbents and new players. 
Unii these issues are properly addressed, 
it may not be possible to envision a 
deregulated sector in the right sense. 
Madan B Lal, Chairman and Managing 
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Director, Hindustan Petroleum Corporation 
Lumited, feels, “In a deregulated scenario, 
the industry ıs going to be more 
competitive, more responsive and 
consequently more efficient.” However, 
Vandana Hari, Asia Oil News Manager, 
Platts (“Global energy information 
provider”), says, “It’s early days still and 
there seems to be a wait-and-watch 

attitude.” Echoing a similar view, Madhu 
Nainan, Editor ~ India, Petrowatch, 
comments, “It is still too early to take a 
view on the deregulated scenario of the 
downstream sector. Basically for two 
reasons: First, and perhaps the most 
important, the downstream onl sector is 
not as fully deregulated as, say steel or 
cement. Second, the government has to 
appoint a regulator for the downstream 


sector as soon as controls are lifted. We ~ 


have yet to see that happen.” 

One of the primary objectives in 
deregulation was the creation of a vibrant 
industry that will meet the Hydrocarbon 
Vision 2025 plans (a blueprint drawn by 
the government for the Ou Industry). To 
the extent the government delays the 
process of removing all controls, most of 
the intentions are going to remain 
political ‘promises. Vandana Har, 
comments, “The main liberalization 1s in 
India’s downstream sector, but given the 
prolonged slump in the refining industry 
globally, and a continuing squeeze on 
margins, I don’t see new | 
players jumping into 
India’s retail sector 
anytime soon, certainly |. 
not from overseas. The 
Indian firms that have just 
received marketing rights 
but have no products. to 
sell of their own would 
also remain sidelined for 
now.” This means that the 
' market will be indirectly 
controlled by the 
government through its 
public sector undertakings 
like IOC, BPCL, HPCL and ONGC. 
Nainan, exemplifying the situation says, 
“The downstream sector became fully 
deregulated on Apri 1, 2002 and from this 
day on, oil companies were free to set 
domestic petroleum product prices in 
relation to global crude oil prices. But has 
that really happened? The evidence is 
there before all of us. It is not the oul 
companies but oil minister.Ram Naik 
who decides when and by what 
percentage prices ought to be raised or 
lowered. This makes a mockery of the 
whole deregulation.” 


The exact time at which 
the new players are 
going to enter the 
market is not easy to 


predict but taking into 
account the intentions of 
Reliance and ONGC, it 
may not be too far away 





In fact, owing to the delay ın the 
appointment of a market regulator, the 
government is looking after issues like 
price revisions, licensing the new entrants 
and allocating the exploration and 
production blocks. Though there 1s a 
delay in appointing a regulatory 
commission, the new entrants are 
hopeful of changing the market structure, 
providing competition to the existing 
players and changing the outlook for the 
industry as a whole. 


Reshaping the industry 
Government controlled entities account 
for 90 percent of the market. Big players 
like Indian Oil Corporation, Bharat 
Petrochemicals Limited and Hindustan 
Petrochemicals Limited dominate the 
market in the downstream sector, while 
on the other hand, upstream sector 1s 
dominated by ONGC and Ou! India with 
around 84 percent market share. While 
this is the market ın the APM era, the 
deregulated industry is going to-witness a 
change as the newcomers venture and 
establish themselves. With the opening 
up of the upstream sector two years ago, 
there are a handful of government and 
private players. The scenario is likely to be 
replicated in the downstream sector. 
Although only four players are given the 
license to market their products in the 
initial phase the number of players are 
going to increase with 
time. It may not be long 
before further licenses will 
be issued to international 
-compamues. In future, the 
market is going to have at 
least two -to three 
government owned 
entities along with a dozen 
of private and 
international players. Lal, 
opines, “What is sure is 
thatthe number of players 
will change as private 
sector players enter the 
market and companies take up the route 
of mergers and alliances.” 

According to Nainan, “The biggest 
player as of now is Indian Oil, which has 
the largest refining capacity and the 
largest share of the petroleum products 
market. Bharat and Hindustan Petroleum 
follow. These are the existing players in 
the downstream marketing of petroleum 
products. The most important newcomer 
to watch 1s Reliance Industries with 1ts 27 
mullion tonnes per annum refinery at 
Jamnagar and very ambitious plans to set 
up a retail network across the country.” 


"The government announced its 
intentions to sell off Bharat 
Petroleum and Hindustan 
Petroleum. ...Reliance is widely 
expected to buy up onc, Why? 
Because it desperately needs a 
readymade marketing network that 
either of them will bring.” 
Madhu Nainan, Editor — India, 
Petrowatch 















With new players the market 1s no doubt 
going to be crowded. It may perhaps take 
a year or two for the new players to enter 
the market and reshape the market. The 
faster they venture into the market the 
better 1t1s going to be. According to some 
industry experts, the exact time at which 
the new players are going to enter the 
market ıs not easy to predict but taking 
into account the intentions of Reliance 
and ONGC, it may not be too far away. 

Commenting about the future 
market structure of the industry, Har 
maintains, “If and when new players 
come in at the retail level, one could see a 
temporary crowding of-the market, but 
ultimately this would shake out to leave a 
handful of robust players.” But how the 
structure of the market wull change 
remains to be seen. Are the government 
owned entities gomg to dominate or wil 
it be the new players? Nainan, says, “In a 
fully deregulated scenario there will be a 
handful of big players given the very 
nature of the sector. For any player to 
survive it ıs essential to have a strong, 
widespread, integrated marketing 
network. Having a refinery 1s not all that 
essential as refining margins are gomg 
down worldwide.” On similar lines, Lal, 
feels, “The situation in the oil industry ıs 
highly fluid. Companies are seeking 
vertical and horizontal integration, 
mergers and acquisitions. The industry 
has undergone some degree of 
consolidation with the merger/ 
acquisition of pure refiners with 
integrated companies and with the 
disinvestments of IBP, disinvestments of 
HPCL and BPCL are also on the an 

It 1s precisely for this reason that 
players like Reliance Petroleum and Essar 
Oil are looking forward to the 
disinvestments of BPCL and HPCL. 
Through these disinvestments, they hope 
to acquire an existing retail chain and 
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enter the market with th2 earliest possibE 
opportunity: Nainar. opines, “The 
government announced its intentions to 


sell off Bharat Petroleum and Hindustan ` 


Petroleum. Of these two companzes, 
Reliznce is widely expected to buy up cne 
Why? Because it desp2rately needs a 


- reacy-made marketing network thaz 
‘either of them will bring.” . However. 


both RPL and Essar Oil aze not sure abou- 
the Drivatization program and.zre 


’ douFtful as to when it vill happer.. The 


future activity is dep2=ndent on the’ 
disirvestments program of the. 


government, though it hes announced ite 
plans of BPCL and HPCL.disinvestmerts- 


Competition unlimited - 


` In the initial one or two years the sector is 


focus. Sa r rodučtion; costs foo will 
IOT as realized the- While the new entrants 5 Similar.” According to - 

` future competition andits; a : -| an industry analyst, the 

chairman in & recent press |- me hopeful about ‘retail prices could differ by 

meet announced the |eompetine head-on with | one to two percent from 

companys strategy to | company to company post 


er aay anid cusfomer 


“percent, it hasits own fears ; 


bound to remain under the strong cantiol 
of market leader IOC. However, once the 
new entrants establisn a retail netwwo-7k 
and market ‘heir products, the 
compz2ttion in the sector is going to rise. 
Since -he sector at presentironsists of on_y 
three players and that too government 
owned entities, the com=étition in tke 
sectcr is very limited. While the new 
entrants are hopeful about competing 
head-on with the public sector. giants, 
public sector companies are gearing up 
for the competition by improving | ther 


overcome competition. 
Though the oil major 
enjoys a formidable 
market share of 80; 


Tegarcing the future : 
compefitive scenario. Both L._—+ 


BPCL and HPCL have started to Sates 


their market share by aggress:vẸ 
marketng. In the upst-earn sector, with 
the deregulation the heat is already beng 
felt. Boch ONGC ‘and Oil India, whcch 
have_a virtual monopoly situation are 
competng with private pleyers. Opines 
Megha Shukla, Area Convaner, Oil and. 
Gas, Teta Energy Research Institute, 
“With che launch oz new exploration and 
licensin2 policy, there have been some 
positive responses from the privete 
players also. But there ıs sil a need to 
provide Aiscal incentives in o-der to attract 
private investments in E&P business.” 

Once the private players actvely involve 
themselves in E&P businass and the 
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the public. sector giants, 
these companies are 
“now gearing up for the 





downstream sector alsc gets deregulated 


in true sense the dominance of PSU -|- 


ccmpanies is bound to come down. 


The real competition will be witnessed 
in the sector once the private players - 
enter retail marketing. The rules of the - 


game are expected to change dramatically 
and the pace of competition will pick up 
with the privatization of HPCL and BPCL. 
Already both HPCL and BPCL are trying 
to woo the customers by offering varied 
services. Accord:ng to Eari, “More 


competition at the retail level will not - 
necessarily result in any real choice in~ 


terms of prices, but the players could offer 
mcre and more additional services at the 


petrol pumps in order to won customers, ` 


such as bank ATMs. mini-marts/ 
restaurants, telephone/fax facilities, 
public conveniences and so on. One could 
also expect loyalty-schemes, whereby the 
customer gets rewarded for patronizing a 
particular retail chain.” 

- Competition will also squeeze profit 
margins and sometimes companies 
might also go for undercutting the prices 
of -heir products. However, Hari, 
believes, “Even in a fully deregulated 
market, oil companies are unlikely to 
undercut each other at the retail level at 
the expense of théir margins. And given 


similar ren facilities;raw material and 


"distribution costs efc., their 


APM. And at {mes these 
companies will attempt to 
undercut each other. In 
the APM era, oil PSUs were 
forced to maintain a 
similar price for the 
petroleum products. In the 
Ee of government ccntrol oil 
companies are free to decide and fix prices 


-af their products. Depending on the 


fluctuations in international prices the 
companies will decid2 on how much to 
Erice and protect their margins. Opines 
Lal, “Oil companies have daveloped 
scrategies to source their crude from the 
most cost-effective sources, changing 
their vroduction slates to get maximum 
value-added products using supply chain 
management and other tools to achieve 
zost optimization all along the value 
chain.” 

From the customer’s point of view, 
gh competition will help ın more than 
>ne way. According to Nainan, 





‘basis. However, 
assurance that in. cases of extreme 


“What is sure is that the number 
of players will change as private 
sector players enter the market 
and companies take up the route 


of mergers and alliances.” 


Madan B Lal, Chairman and 
Managing Director, Hindustan 
Petroleum Corporation Limited 


“Certainly all this competition (assuming 
that there will be fair competition and no 
cartelization) will be to the advantage of 
the customer, who was so far taken for 
granted.” He further adds, “The 
consumer is going to benefit in terms of 
quality of products, variety of choice and 
service.” Says Lal referring to what drives 
the companies in the free market, “As a 
result of the competition that is going to 
come, concerns’ of the consumers will be 
the primary objective of the companies as 
they seek to retain or enhance market 
share.” On the price front, the customer 
has to adjust to the fluctuations in the 
prices. Hari comments, “The consumer 
can expect more. transparency: in - 
petroleum products‘-pricing. But with the: <. 
government subsidies gone, he will also 
have to bear the brunt of the price swings 
in the international market:” Though in 
the initial few months of the transition, 
the government and the oil companies 
ensured the consumer of stable prices, 
depending on. the global price 
movements the prices may change on a 
fortnightly basis. In case of extreme 


_ volatility inthe prices, the consumer may 


come across varied prices even on a daily 
the oil munistry 


volatilities of global crude prices, itwould 
opt for a change in the excise duties to 
curb the volatility is a soothing factor. 

In spite of the licenses being granted 
to new players, the competition is going 
to be more only after two years or so. The 
existing players enjoy competitive edge 
over the new entrants. Referring to the 
competitive position of market leader 
IOC in this regard, Nainan comments, 
“Indian Oil has the advantage of a well 
knit infrastructure and network but, 
being a government company, is slow on 
its feet. On the other, Reliance is an infant 
in the business but is quick on its feet.” 
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Car & Consumer Durable Loan Schemes 


Now Bharat Overseas Bank makes it easy to add pleasure and convenience to your life. 


Shakti Car Loans | Shakti Consumer Durable and 2 wheeler Loans 
> Exclusively for professionals, self- employed > Group loan scheme for Corporate employees 
and businessmen > For a range of Consumer durables and 2 wheelers. 


> Easy finance for new cars. Also for Cars already § » Easy repayment schedule upto 36 months 
owned - but not more than one year old ! 
> Repayment in easy instaiments upto 48 months 
Simple documentation. Quick approvals. Competitive Interest Rates. 
Just call your nearest branch for details 
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Oil secto: derzgu_ction has progressed at a faster pace compared to some other industries like cement in the country. 
Across the spectrum from upstream to downstream, the sector has achieved near-full decontrol in less than six heat It 


is a complex process and there are 3ull some areas where action is required. But, by and large, this is a lauda 


especially given the fare of reforms =n other sectors like power. 

*t is a bit early to jadge the derezulated scenario. Once the new pricing system takes firm roots and market-driven 
prices begin to gule, it vould begir. ser-ding signals to oil companies as well as consumers to adjust their decisions. For the 
existing players, the czys of assured margins are over. For the consumers also, the certainty of stable, often subsidized, 
prices are coming to an end. Thus, removal of artificial price distcrtions would pave the way for investors to take clear 
decisions about putting their money a: various stages from exploratioa to refining through marketing. Removal of other 


entry barriers in exp.oration, refnmg, transportatio 


would increase comp2-itioa. 


` 


le feat, 


n, and partly on marketing, including those on foreign players, 


In due course, zhes changes « ould improve productivity, ennance efficiency of distribution, rationalize the usage 
paterns and attract core investments across the sector. One co.ld hope that this vital segment of Indian economy 
wo-ld be reorganized more efficieat-y anc. benefit consumers. 

ihe oil sector is set to reorgamze under the New Hydrocarbon seal of India, which takes into account various 


ects on this crucial 2nerzy sector. First, India has low and saturated 


oil production. Second, productivity levels are 


low at both mining and refining levels. Third, there is a heavy dependency on imports to meet the gap between 
domestic supply and mand. Four, natural gas 1s emerging as a better substitute. Five, India has invested heavily in 
refiting capacity. Six, sipelines are seing developed for both oil and gas transportation. Seven, about five products 
(petrol, high-speed diesel, jet fuel, kercsene and LPG) account for 70 percent of consumption volume. Last but not the 
leas- government con:z-ols on prodw:non, transportation, distributioa and pricing should end completely. 

The new market st-ucture would evolve around these parameters. In terms of national security, it is sensible to 
invest in increasing domestic supplies to avoid a total dependence on imports. It could be better achieved by raising 


productivity levels or ‘recovery rates’ To this end, the 


vernment has thrown open exploration and awarded 25 blocks 


O 
in jenuary 200). Leadizg domestic and foreign o Eke ONGC, Reliance, Niko Resources of Canada, Cairn Energy 


cf Eritain, Mosbacher of the US, Gazorom o 


Russia and Geopetrol of France have come in. TotalFinaElf—another 


world giant has also shcwn interest. Eeing capital intensive in nature, the upstream sector would end up as an oligopoly 


in keeping with the global trends. 


Given the speed at which the private 
players move and take decisions this 
comp2htive advantage of 10C and oth2r 
players may no -ong=r be a comfortirg 
facter. If the openinz up of tne sector 
meant more opportunicies for nev 
encraris, then it umplies challenges for tLe 
existir.g players. Ir takes a ot of effort and 
initiatve on the part or the companies to 
succeed in the new compet tve market 


Success factors 

Like any other industry, th2 oul ir dustry -s 
associ ted closely with some crucial 
factors of success. Whule im the upstrearn 
sector. the ability of the company to 
idenii*y and develop th= oil fields B 
crucie], in the downstr2am sector, 
markeang and brand bulding. pricing 
and rsk managemert wil decide th2 
success. As oI now no company in India 
has b22n proactive on these fronts. But 
with -he dismantling =f ADM, oul 
compacues are forced to address these 


other two aspects. Partially th_sis because 
oil companies have been operating 1n a 
controlled state of affairs where there are 
no decision-taking powers for the 
companies All the aspects rezarding the 
pricing and risk management were 
absent in APM regime. However, with 
APM no longer existing, zhe oi 
companies have to rethink their 
strategies in general anc take the 
necessary initiatives. According to Hari, 
“Even given that IOC, ONGC and GAIL 
remain under government ccntrol, they 


will have to think and act Lke private - 


companies in order to compete with the 
private sector.” 

Another key element is the ability of 
the companies to protect themselves 
from. highly volatile international crude 
prices. In the developed countries, oil 
companies have separate energy trading 
departments that monitor the 
“nternational prices on a day-to-day basis 
and insulate the company from price 


vital aspects. Thoigh-BPC_. and HPCL.. ~sluctuations. Moreover, the marketing 


have been aggressive on ‘te marketing 
front, rot much progress 1s made on the 
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risks were also nil for the oil PSUs as fixed 
margins were provided under APM. 


Today, they have to deal with risks 
including price risk for crude oul, refining 
margins and foreign exchange risks. 
According to Har, “The Indian 
companies have a lot to learn, including 
risk management and hedging in the 
futures market. For this they could look 
at models and examples of o11 compames 
in some long-deregulated markets 
abroad.” Assured returns no longer exist 
and companies need to adopt global risk 
management practices to protect their 
margins. Shukla indicates the importance 
of hedging in the refining sector, when 
she says, “In the refining sector, till now 
the returns on investments were 
guaranteed But the major oil PSUs will 
have to devise efficient mechanisms to 
procure crude and hedge risk in order to 
handle the volatility in crude prices and a 
deregulated scenario ” Private and 
international players are far ahead of onl 
PSUs, as they have the risk management 
teams.in place. . 

_ On an equal front, marketing and 
branding of petroleum products assumes 
greater importance. Shukla opines, “In a 


= 
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"The downstream sector seems to be heading for a rather narrow oligopoly. In the refining sector, the government 
policy is forcing the public sector giants to face ormidable domestic private players. Reliance’s IPCL acquisition is a case 
in point. Already more refining capacity has been announced to take care of demand at least till 2005. Thus, there are 
going to be very few (but more than two) players in this area. Already, government has dismantled APM and disbanded 
the Oil Coordination Committee. Though some intervention exists in the initial stage, the prices of all oil products 
will be dictated by global trends in near future. This has also ended the era of guaranteed margins and firms would have 
to design their own policies and strategies for survival. 

Consequent to deregulation, there is a lot of investment made in the intermediate segments like transportation, 

distribution and marketing. While transportation and distribution network may follow the footsteps of the refining 
segment, marketing promises to be Beale competitive. Presently the entry of foreign rar is limited. The domestic 
companies are expected to streamline their marketing and distribution networks in the intervening period. But, the 
competition would really hot up when this last segment is fully globalized. 
- Post-deregulation, the oil industry is attracting large investments, not only in exploration and refining but also on 
distribution infrastructure. These developments would create a large number of jobs and incomes for the people. The 
economy would also benefit from more efficient utilization of scarce resources. Oil being a key source d energy, its 
market-based pricing would help superior allocation of investible resources. It would also help industrial sector by 
removing artificial distortions and investments based on that. Ilustratively, decisions such as to invest in diesel or 
petrol technology will no longer be dictated by distorted pricing based on political consideration. It would also 
encourage usage of cleaner fuel and conservation. 

Consumers would have to come to terms with market-based pricing. Here again we are talking about a critical 
energy product whose demand, by definition, would have low price elasticity. Initially, as we are already witnessing, 
there would be more adverse shocks like steep and upward price revisions. These are unavoidable as we move from a 
highly controlled regime to a market-oriented one. Initially, the price revisions would also take up the burden of 
dismantling subsidies. But over medium- to long-term, the consumer would be required to pay prices of oil products 


dictated by global industry trends. 


Going by the past experience, oil industry is highly cyclical. Although, the collusive pricing power of the OPEC 
cartel has considerably weakened over the past couple of decades, the industry is highly sensitive to events like war, 


b 


reas, production and supply disruptions. On the flip side, the Indian consumers would benefit from future 


techno 


margins is over and competition would ensure marginal cost-based pricing. 
-R P Purohit, Economist, Hindustan Construction Company, Mumbar 


deregulated market, a good marketing 
network is next only to an aggressive 
pricing strategy.” It would be difficult for 
the PSUs to continue their virtual 
monopoly. Commenting on the 
importance of marketing ın oil industry, 
Nainan says, “Marketing will play a very 
key role in the retail sector as IOC fights to 
retain its market share 
and Reliance, Essar and 
other new players try to 
either poach into tts 
territory or at least mut its 
growth. All players will 
have to focus largely on 
brand building and 
marketing to grow in the 
market place.” No doubt, 
marketing will play a vital 
role in the success of the 
oil companies as the 
competition intensifies 
This is particularly true for 
an industry which has negligible product 
differentiation. To be a successful 
marketer of oil products, companies need 


to identify the mght propositions. Feels : 


One of the 
better means 
to market the 


products is to 
price them near 
the customer 





Lal, “Marketing wil have to encompass 
the entire value chain from cost control to 
product life-cylce, positioning, brand 
building, pricing, credit control and man 
management.” 

One of the better means to market the 
products is to price them near the 
customer. Though most of the companies 
are not sure about their 
future pricing strategies, 
they are working on 
arriving at the right 
strategy. Hart says, “There 
could be some price 
competition among the 
companies, but significant 
differences are unlikely in 
the retail prices charged by 
the various oul companies.” 
Though it 1s only an 
assumption that oil 
companies will price their 
products compettively, in 
reality, they will not try to squeeze their 
margins further as they are already under 


‘strain. Opines Naiman, ‘For mass 


consumption products such as petrol, 


ogical breakthroughs and other positive developments much faster than ever before. The regime of assured fat 


diesel, LPG and kerosene, pricing will be 
more or less uniform between the 
various competing companies, leaving 
negligible scope for working out any 
significant strategies.” 

However, companies have more 
choice in terms of industrial consumers. 
Though IOC has well established 
relations with the industrial consumers 
like Indian Railways, others are raising 
the marketing pitch in this sector too. 
Both BPCL and HPCL are trying to 
improve their industrial marketing also 
According to Hari, “There could be more 
competition in supplying to industrial 
consumers and there the prices may vary 
depending on volume discounts, terms or 
supplies and relationships between the 
companies.” Jn this segment the 
competition 1s likely to be more; as 
cheaper import alternatives are available 
to the consumers. Suggesting an 
alternative approach, Naman says, “For 
indusinal and commeraal use products, a 
sure-footed and numble pricing strategy 1s 
a must to capture and retain consumers. 


To emphasize, pricing strategies will bea ~~- 
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valuable marketing tool Zor cerza:n 
seg nents in the sector.” 

Not only is the pricing of the products 
important for the oil ccrmpanies but aleo 
developing tne brand rame by mears of 
different promotor.al eccivities. To cope 
with such a scenario, oi. companies reed 
to 52 more aggressive ın 2xpanding the r 
reta] chairs and attemp: <0 build a strong 
brer.d image. Lal opines, “As the ma-ket 
becomes competit ve, brand 
management will require careftl 
the. ght Though derer tation remzins 
the key, to competitive advantage; 1t may 
no longer serve the purpose. What wil. b= 
required is a bundle cf-products end 
services, a buridle <alled convenier ce. 
This has to be del:vered through che 
cnarmel that is most ap>-opriate, which 
may be different for ditferent segments 
of the consumer population.” Shuxla 
exemplifies, “The players will have to 
offer bonus/ir.centives to customers 
Innovative marketing stra egies will have 
to be offered such as: a) TotalFina=l- 
offers watches worth: Rs 200 with every 
20-I:ter can of diesel engire oil; b) Indrar 
Oil Corporation, on the other hard, 
recently tied-up -with Jnited Incia 
Insurance tc offer personal accident cover 
to Servo lubricant buvers 11 West Bengal; 


-c) BFL also ran a Sona-Chandi scheme 


aimed at.diesel.engime:ci users mair ly 
trucs drivers.” 

During the APM regime, the 
companies never thoughi about building 
a brand and loyalty. Sinz2 the three oil 
PSUs shared the market, 
the need for building 
brands was never fel:. 
However, deregulation cf 
the inzustry has made this 
a sign ficant determinant cf 
success. Commenting on 
the need for brand 
building, Nainan says, 
“Wit deregulation and- 
entry of new players a3 
well as greater choice 
availa le to the consurers, 
branc building has 
suddenly became 
impor-ant. Look at the wav petrol pumps 
have Eeen spruced and jazzed up several 
petro-eum loyalty programs in the 
marke-.” The brand building campaign cf 
BPCL (Pure for Sure) indicetes the presert 
scenaro. This is going to be more 
important as and when new entrants start 
sell:ng their products. In facture, one can 


see more brand promotscn programs > 


taken up by the ccmpanies. For Reliance, 


establ_shing a brand vage for 1ts 
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Not only is the pricing of |. 

the proc ucts important: 
for the >i! companies 

bat also developing the 


_ brand name by 
` means of different - 
promotional activities 





petroleum ee may not be a difficult 
task considering the fact that the brand 
image of its parent company 1s well 
established in the minds of consumers 
Though the marke: today - is 


‘dominated by the oil PSUs with a retail 


n2twork of mors than 18,500 petrol 
pumps spread across the country, the 
toarketing skills of the oil majors will be 
put to test by the.entry of private players. 
For the new players the real challenge lies 


_incompeting head on with this huge retail 


network and setting u> 2 similar 
network. Nainan states, “Certainly the 
most important factor is a good, 
extensive and broad retwork of retail 
outlets as well as pipelmes to suppl 

products. IOC, BPCL and-HPCL have 
these ın varying degrees. Feliance and 


Essar are not blind to these fectors and are . 


engaged in setting up these -etworks.” It 
may well take some time, zerhaps two 
years for the new entrants to set up a 
retail network. - 

On the other hand, chere is an 
increasing feeling that w::h the new 
players establishing their retell networks 
and existing players planmr z to expand 
their networks,-the numter of reta1l 
outlets will grow by 35-40 percent in the 
next five years. Players fear <hat this 
rapid rise in retail outlets covid create the 
problem of-plenty in the ir.dustry. 
Establishing a reta:l outlet requires the 
commitment of -huge investments. 
Reliance Petroleum has calcul=ted the cost 
of setting up one retaıl outlet to be 
approximately one crore 
depending on «he locality 
Additionally. private 
players have t-e expertise 
in maintainirg healthy 
dealer relaticaship and 
perhaps the new entrants 
will focus on <ompetitive 
strength. Essentially, the 
loyalty factor is developed 
through a dealer and in 
most cases, dealers shaped 
or marred the success of a 
brand or a proruct. 


Regulation 

The Indian oil industry has ccme a long 
way since 1890. In spite of tts century old 
custory, it is plagued with some serious 
sottlenecks. For the industry to evolve 
nto a vibrant market that can support the 
2conomical growtn of the country; 
Svercoming these bottlenecks is 
-mperative. Some of the hindrances are 


>artally due -to -excassive pe oa 


vontrol earlier. 
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Though the intentions of the 
government in liberalizing the sector are 
good, it has failed on one important 
ground. In a free market, theoretically 
speaking, the role of the regulator is 
minimum. However, during a transition 
period, a regulator has to be in place to 
ensure a smooth switch over from 
regulated to deregulated market. 
Supporting this Han says, “By definition, 
it should be absent ın a fully deregulated 
environment. But it is also widely agreed 
that some form of guidance 1s necessary 
for the industry, especially in a newly 
liberalized market.” 

The government as-part of its 
schedule is supposed to appoint a 
regulator before the deadline. The draft 
regulatory bill is yet to be approved ‘by 
the Indian Parliament and tll such time 
the government is taking up the 
responsibility of the regulator. Questions 
Nainan; “The Petroleum Regulatory 
Board Bill provides for setting up a 


_Tegulatory mechanism for the sector. But 


tll the Bill becomes law who will play 
umpire? Should the government-as a 
owner of oil companies take the 
responsibility even till the regulator 
becomes regulator?” 

In the absence of a regulator, the 
industry is going to be managed and 
donunated again by the political parties. 


-~“or instance, the abolition of the dealer 


coard by the government has shifted the 
responsibility of appointing a dealer to 
the ol companies. Now the ol companies 
express fears about political intervention 
and the. direct pressure that political 
leaders might exert upon them. In fact 
one of the oil company officials said that 
only 40 percent of the dealer quota can be 
appomted by them and the rest are 
reserved for backward classes, women, 


[s 


CHARTERED FINANCIAL ANALYST » July 2002 


A INDIAN OIL INDUSTRY 


ex-servicemen and disabled. What is the 
rationale behind abolishing the dealer 


© board when 60 percent 1s still reserved? 


Nainan comments, “We still do not havea 
regulator in the true sense of the term and 
are unlikely to have one even by the end 
of the year. All this is to the immense 
advantage of the political establishment 
which can use the oil sector as a 
convenient tool for dispensing 
patronage.” The inability of the PSUs to 
move swiftly and take decisions is also 
helping the political arcles to exert extra 
pressure on them. For instance, the PSUs 
can fix the price of the petroleum 
products by themselvts-after April 1, 
2002. However, the recent price hike in 
petroleum products took place only after 
getting the approval from the 
government and oil ministry. Even the 
prices decided by the government were 
not in line with the crude import parity. 
This only indicates the extent of damage 
government has indicted on the ol PSUs’ 
ability to take decisions. 

Another question of increased 
concern to the oil industry-is regarding 
the role of the regulator in the 
deregulated environment. The exact 
scope and duties that are going to be 
discarded by the regulator are not known 
and one doubts whether the regulator 


‚will have any powers or will simply be a 


puppet in the hands of the government. 
Also whether the industry will have only 
one regulator or separate regulators for 
downstream and upstream sectors is yet 
unclear. Lal reveals, “With 
the deregulation of the 
industry, market forces 
should act as regulator 1n. 
ensuring efficient 








Unless all the controls 
(direct and indirect) are 


Private). Shukla opines, “The regulator 
will protect the interest of consumers and 
also at the same time take care that 


product price variations are justified. - 


Ideally, there should be one regulator for 
upstream as well as downstream oil 
sectors. It should be independent of 
government and would need to interfere 
in the market amongst players only in 
case of emergency.” For the industry to 
evolve by its own, it will take a year or so, 
but this time should be used to clear the 
misconceptions regarding the role of the 
government and in planning to meet the 
future requirements of the country. In the 
absence of such an effort, the industry is 
bound to remain in the government 
control indirectly and will never be able to 
contribute to the realization of the 
Hydrocarbon Vision 2025. Unless all the 
controls (direct and indirect) are 
removed, the very purpose of 
deregulation can fail leading to 
pre-nationalization conditions emerging 


again. 
Future - 


As the energy.demand for the country is 
ona constant rise, the impetus 1s on the oil 


industry to deliver. The deregulation of” 


the upstream sector 1s starting to yield 
results with more investments coming 
into the sector, thanks to the National 
Exploration Licensing Policy. Similar 
efforts in the downstream sector will 
enable the sector to grow robustly. With 
the dismantlmg of APM, the burden of 
subsidies 1s now being 
passed on to the 
government. For the 
players, their profitability 





allocation of resources. In removed, the very is a semblance of their 
such an environment abilities and strategies. 
primary role of the purpose of deregulation | How effectively they 
regulator is to 2a can fail leading m n a katie 
tti diti ‘ 
fo ensure that the | tO pre-nationalization | with each other will decide 
environment and safety conditions their degree of success. 
standards are adhered to.” Hari says, The 





Hari echoes a sımılar 
viewpoint, “The challenge 
for the government would be to define 
the role, responsibilities and the authority 
of the new downstream regulatory 
board. Fair play among the industry 
players, protecting consumer rights and 
safeguarding the environment 
are some of the aspects the watchdog will 
need to be alert and responsive to.” 

Also the government must ensure by 
means of the regulator, a level-playing 
field for the players (Government and 


emerging again 


bottomline and the main 
driving force of the 
industry will remain in the oil companies 
profitability. Greater transparency, public 
accountability and operational efficiencies 
will occupy center stage as these 
companies eventually emerge out of the 
PSU mould. Obviously, with the 
government disinvesting PSU oil 
company stakes, the new private or 
public stakeholders should keep a firm 
eye on the financial health of the 
company.” 


“With the dismantling of the APM, 
- private players will also gain a 
presence in the Indian oil and gas 
sector and hence there will be 
competition between the 


players...” 


‘Megha Shukla, Area Convener, 
Oil and Gas, Tata Energy 
Research Institute 





With the projections about the 
industry growth rates being optimistic, 
the future outlook for the companies 1s 
brighter. Shukla paints a fair picture of the 
future by saying, “In the deregulated 
scenario, the Indian oil industry will get 
exposed to the international market 
forces. With the dismantling of the APM, 
private players will also gain a presence in 

: the Indian oil and gas sector and hence 
there.will be competition between the 
-players that will ensure the growth of the 
sector in the next decade.” In the next two 
years, the industry is going to witness sea 
changes. Retail networks, logistics 
management and msk management are 
going to be the crucial factors. Shukla 
comments, “The stand-alone refineries 
will have to be merged with the 
marketing companies, as they do not 
have the distribution infrastructure to sell 
their products in a deregulated market.” 
For those companies with refining 
capacity, the challenge is to set up the 
retail chain for marketing their products 
and for the companies with network, 
exploration and refining is the challenge. 

In spite of all the challenges and 
bureaucratic hurdles, oil compames need 
to forge ahead as the stakes are higher in 
the industry. A new order 1s going to emerge 
in this sector as government, private and 
international players compete in this high 
capital-intensive market. m 


Related Articles: 

1 APM Caught on oly grounds? Analyst, May 2002 

2 Indian Oil Corporation Acquiring energy, 
Analyst, March 2002 

3. Od Prices Highly inflammable, Analyst, October 
2000 


Y Chandra Sekhar, Team Analyst 
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BUSINESS ENVIRONMENT 


Andersen-E&\’ 


Future perfect? 


Ey taking a big bite of Andersen’s consu ting practices, E&Y has ensured itsef the number two spot in the top league in the global 
consultancy arena. However, success will not come without clearing hurdles like cultural conflicts, service consistency and 


compensation disparity. 


“From the outset ıt was clear taaz 
Anderen had to go scmevel ere, It became c 
ecmpzhtive issue among th2 other four gloa. 
accor ing majors as to whe vould achieve the 
gains o- its people, their cle1-s and their scale 


of ope hons.” 
— Paul ] Ostimg 
Global Execuftre Partner, E&Y 


oes this leave any doubt abcut 
what drove Ernst @Young (E&Y) 
to acquire Andersen’s business in 
some 4) countries? On tre prima facie it 
appears to te a no-nonsase idea:.Don’t 
allow tne rivals to.snatch away a prized 
catch us another ma:ter whether 


Andersen is actually a prized catch or 


not) 
The revelations about 22Y’s intention 

to acquire Andersen’s practices in 40 
counties were quite staring, ziven the 
‘fact that 1ts imaze has taxen so much 
batter-r g ın recent times ccurtesy Enron. 
(Recently, the US court convicted 
Andersen as guilty in the 1gh-glare cate 
of Enrcn’s collapse.) Nevertheless, tre 
combination, rather than merger boas-s 
of having a competitive edze over rivas 
and would pose an instrmountabke 
barri2>. However, on the 
oF sice. the merger hardly 
dresses key concerns 
such és cultural conflicts 
servic= consistency anc 


compensation disparity. 
Changing fortunes 


Anderscn, orce the crème 
de la ame of accounting 
firms was knocked to its 
knees efer the implausible . 
news <ekcut 1s role in the : 
collapse of power giant | 
Enron droke out. 

Andcrsen, established byacacemiaar. 
Sir Arzhur Andersen as Andersen 
DeLany & Co. started its remarkable 
_ journey on December 1, 1913, to become 
the war d’s biggest acccunting firm 
Howevz2", no one had expected such a 
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Anderse1’s record jä 
been maimed by its role 
in several kigh profile 
accounting scaadals 


like Sunteam and 


Waste Na 1agement, 
‘apart “rem Enron 





bitter end to the once brigkt sta> of the 
accountancy world. Andersen has to face 
its end in the form. of mergers end sell 
offs 

The downward spiral of the 
consultancy major started long back in 
1989 when it had to split from its 
consulting arm, Andersen Consulting, 
which toppled it to fifth position from the 
first position among the Big Five 
accounting firms. Since then, And=rsen’s 
record has been marred by its role in 
several high profile accounting scandals 
like Sunbeam and Waste Management, 
apart from Enron. To settle the Waste 
Management case, the firm had to pay 
$7 mn m June last year. However, it was 
Andersen’s involvement in Enron’s 
collapse that-took the shape of the final 
straw that broke the camel’s back. On 
March 14, the US fustice Cepartment 
announced its indictment of Andersen for 
obstruction of justice in the high glare case 
of Enron. 

The judgment came at a time when 
corporate America was enterirg the 
annual meeting season where 
shareholders approve the independent 
auditors for the coming 
year. Companies were 
worried atout the 
awkward questions 
raised by sharehclders 
about Andersen. “hese 
companies had no cption 
but to change tne auditor. 
though ıt was time 
consuming and 
expensive The early list of 
losses for the teintec. firm 
included companies like 
Merck and Co, FedEx, 
Delta Arlines and so on. 
Added to this, the firm made sumptuous 
payment to settle the case brought ty the 
shareholders of the tainted power major, 
Enron. Ata meeting with William Lerach, 
the lead lawyer for the plain-iffs, 
Andersen proposed to pay $375 mr-half 
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it’s original offer to settle the clauns, but 
Lerach responded with a demand for aá 
times that amount. 

If this was the picture externally, the 
internal aggression took its shape when 
Andersen partners individually 
approached rival firms for prospective 
merger talks. Paul A Volcker, Chairman, 
Independent Oversight Board, came out 
with suggestions to resolve the crisis the 
beleagured firm was facing. Volcker 
came out with three proposals, 
implementing which was next to 
impossible. One of the three proposals 
included formation of a seven-man 
governing board led by Volcker, which 
would control the organization globally. 
This was impractical to umplement given 
that consultancy is a closely guarded 
profession and procuring information is 
next to umpossible for an outsider. Second 
being Volcker’s demand to cap the legal 
liabilities, implying a settlement of 
lawsuits brought by the Enron 
shareholders; this is a difficult concession 
to win in the litigious environment ın the 
US. The third demand 1s for the US Justice 
Department to dismiss or suspend the 
indictment of Andersen, which 1s again 
impracticable In this scenario, Andersen 
had only one opton—find a buyer. After 
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oee a a ANDERSEN-E&Y 


many dramatic turns and twists, 
` Andersen Was successful in its annulment. 
In the race, E&Y got the lion’s share 
acquiring Andersen’s operations in 40 
countries. Deloitte Touche Tohmatsu 
bagged 12, KPMG acquired in five 
countries and PwC in three countries. 


Key issues 

The E&Y-Andersen combined firm has 
got a long way to go, filled with stymies 
and only time will tell whether it will be 
able to cross all the stymues successfully 
and reach the goalpost. When ıt comes to 
the operational problems, E&Y faces the 
problem of human resource equity, 
service consistency and cultural 
problems. Not only ın accounting sector, 
in any area handling post merger 
activities is an arduous task. In 
professional fields like consulting, salary 
structure is different from the 
manufacturing organizatons. Maintaining 
uniformity in salary at all levels of the 
merged entity is an intricate job. 
Andersen’s pay structure is more than 
double the industry average. The options 
lying before E&Y to maintain uniformity 
in salary structure is either to slash the 
salaries of the Andersen 

employees or to hike the 

salaries of the E&Y 

employees. If ıt goes for 

the first option, the 

depressed Andersen 

employees may leave the 

organization and one of 

the major considerations 

of the merger, ‘the. 
talented pool’, will prove 

to be a misapprehension. 
On the. contrary, if it opts 

for the second, E&Y has to 

face huge expenses in the form of hiked 
salaries of the E&Y employees and ıt 
would hurt the profitability of the firm. 
In this context, the case of PwC is 
adducible. When Pricewaterhouse was 


merged with Coopers and Lybrand, it | 


took one year for the merged entity to 
bring down a in salaries of both the 
companies. 

Another issue is that of cultural 
conflicts. Most of the mergers fail due to 
such conflicts. Andersen has been from its 
primordial stages of existence, a 
somewhat more homogeneous culture, 
while E&Y has got a different corporate 


culture. Another important stymie in the. 


path to success is the service consistency. 
Though Andersen and E&Y offer similar 
range of services, they differ in niche 


The combined firm of 
E&Y and Andersen 
would result in a firm 


with world-class 
talents in the 
diversified areas 





Anudersen’s 2001 Revenues by Area 
(in US $ ea 


North America 
~ Latm America 
Western Europe 


Central Europe, 
Middle East, 
-India and America 


Asia Pacific 
Total 





terms. The amalgamation process 
involves an act of dexterity, which 
involves functional and cultural overlaps. 


Will it be a better tomorrow? 
Late in 1950s it was the Big Eight 
accounting firms and after a series of 
mergers in 1980s, the number of firms 
ruling the accounting world was 
downsized to six and with the merger of 
Pricewaterhouse with’ Coopers & 
Lybrand, it became Big Five and the 
recent merger between E&Y and 
Andersen makes it the 
Final Four. 

What- do these 
mergers imply? The 
decrease in the number of 
audit firms controlling 
majority of the consulting 
industry leads to the 
concentration of the audit 


small number of large 
firms. This could also 
result in the pooling up of 
those valuable talents, 
which enable the newly merged entity to 
grab the major portion of the market 
share. But the big question is: Will it be 
true in case of the combined entity of 
Andersen and E&Y? The dexterity of the 
combined entity would lie in the manner 
it makes use of the combined talents and 
deal with the disparities. 

The combined firm of E&Y and 


Andersen would result in a firm with - 


world-class talents m the diversified areas. 
The major areas of strength of Andersen 
are assurance, tax, consulting, corporate 
finance, utilities, power, oil and gas 
sectors. When merged with E&Y, 


Andersen would bring with it, this pool of - 


talent along with the diversified client 


base. The merger will also help improve 


the position of E&Y globally making it 


services in the hands of © 


“Andersen’s 2001 Revenues by Solation 
> (ia US $ bn) 


2001 2000 


- Assurance and 


business advisory 4.26 3.92 


Tax, legal and 


business advisory 298 262 


‘Business consulting 1.70 1.62 


Global corporate finance 0.39 036 


Total 9.33 


number two in the big four firms, a 
notch below PwC but a notch above 
KPMG. 

The fact that Andersen has been one 
of the top growing firms adds further 
weight to the merger case. If the revenue 
structure of the Andersen 1s considered, 
the firm has achieved double-digit 
growth uninterruptedly for 12 out of 13 
consecutive years. Geographic area-wise, 
it recorded a growth in revenues in all the 
areas it operates (see tables: Andersen’s- 
2001 Revenues by Area and 2001 
Revenues by Solution). Overall revenue 
recorded a growth of 10 percent. 
Andersen had acquired E&Y’s operations -- 
in 40 countries concentrated in Europe, 
Middle East, Russia-and -Asia. In all these 
areas, Andersen recorded a dazzling 
performance. This implies that the 
combined firm will see a steep rise in the 
revenues. 

Andersen has more than 85,000 
people in over 84 countries, united over a 
single worldwide operating structure that 
fosters inventiveness, knowledge sharing 
and a focus on client success. This does 
suggest that E&Y has taken a right 
decision by acquiring a ‘strong’ 
company. If every thing goes as planned, 
the merger will be a successful one with 
the resulting unit enjoying major 
synergies in key operational areas. 
Nonetheless, what matters now is the day 
to day operations of the combined unit, 
which promises not to be free from 
hurdles, which arise when it comes to the 
practicality of the implementation. m 


Related Article. 


1. Eruption of Mount Andersen, Analyst, April 
2002. 
Amit Singh Stsodtya 


(with inputs from Sharath Jutur) 
Team Analyst 
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Tobin Tax 


The Loch Less monster? 


Though the repeated cccu-rence of financial crises has raised serious questions regarding the practical efficacy of introducing 
Tobin tax, it continues to b> a Loch Less menster for most central bankers and monetarists across the globe. 


s long as James Tchin was auve, 

the tax that goes by us name was 

theoretically considered 
worthwaile to be implemented. Over th2 
years :t has been propos2=d in various 
versions and for a differert number of 
reasons. Economists worldwide have 
always expressed a mi<d reaction 
regarding the effects of such a tax or 
internctional financia] markets. Some 
opine taat imposition of suck a tax wo lc 
remov=2 the disparicy batween che 
developed and the develcping nations 
white cthers feel that the firancially enc 
“economically backward natens woulc be 
adversely affected. In the wards of James 
Tobin, “The tax 1s meant tc improve he 
macroeconomic perfo-mance of 
“economies trapped by 2=xtermmal financial 
pressur2s ” However, after his d2ath on 
March 11, 2002, tnere have been growing 
concerns abou: the efficacy o° puting the 
tax into cractce. 


Tobin’s idea 
Tobin Lad strongly be.ceved that 








nidespread. The introduct.on of 
computers in foreign exchange 
‘Tansactions made wild speculat ons all 
-he more easier. Tobin's idza was to 
mtroduce an internationally uniform tax 
on all spot conversions of one currency to 
enother, proportional to the size of the 
transaction. This, he contemplazed, would 
punish short-term trading more seriously 
than long-term trading. The greater 
cbyective was obviously to make 
currency exchange rates reilect, to a 
larger extent, the long-run fundamentals 
relative to short-range speculations and 
rsks, thereby reducing volatility. The 
cther intention was to preserve and 
promote the ‘autonomy of national 
macroeconomic and monetary pclicies’. 
Though the zmposition of such a tax as a 
major tool to raise revenues for 
it ternational purposes has become the 
issue for many of its supporters, Tobin 
h mself never considered 1t as a major 
i ofivating factor for 1ts imposition. 
Commenting on the underlying idea 
>: Tobin tax, Ravi Jagannathan, the 


econonccs 1s a science that Chicago Mercantile 
had tke potential of i Exchange Distinguished 
improving the happiness of Tobin's rica was to | Professor of Finance anda 
mankind. In his worcs, niod Faculty, Kellog Schol of 
“The unprecedented i ore Management observes, 
Inequality of wealch, internationally uniform | “Tobin’s idea was -o tax 
income and wages in forex transactions that 
America is a crisis tax on al spot would discourage short- 
threatering the sense of conversions of one term speculative trading 
commurity, the essential and thereby make 
foundatim of the republiz.”  eusrrenay lo another, | currency excharge rates 
His groundbreaking works aropo i have a bearing on ‘ong- 
in the area of portfolio - rtional s the size term fundamentals—and 
selection titled, “Financ.al of the transaction reduce the shcrt-term 





Markets and their Relations 
to Decis:on, Employment, I‘roduction 
and Prices,” fetched him the Tobe. Prize 
in 1981. However, the concept cf 
imposinz a tax on foraigr. exchange 
(forex) transactions to limit sseculation 
occurred to him way back ir. 1972 Thet 
was when the Bretton Woods system was 
in turmod and currency speciation was 


JZ e 


volatility of fore< rates.” 
In sharp contrast, Blair Baker, Director, 
Forex Research, Global Vanital 
Investment Ltd., Wall Street, New York 
argues, “The tax would be cha-ged 
without any distinction between 
soeculation and commercial activi-y._It 


wuld in theory decrease speculaticn by. 


méking it more expensive to carry 
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positions but this would probably create 
more volatiity—not an intended effect ” 

Ironically, despite being pro- 
globalization himself, Tobin’s suggestion 
of imposing a 0.2 percent tax on forex 
transactions was immediately picked up 
by anti-globalization campaigners. 
Frustrated Tobin rernarked, “I have 
nothing in common with those 
anti-globalization rebels.. the loudest 
applause is coming from the wrong 
side.” 

He was rather disappointed and 
surprised when critics seemed to miss 
what he regarded as the essential 
property of the transaction tax—“that 
this sumple, one-parameter tax would 
automatically penalize short-horizon 
round trips, while negligibly affecting 
the incentives for commodity trade and 
long-term capital investments.” Tobin 
explained that a 0.2 percent tax on a 
round trip to another currency costs 48 
percent a year if transacted every 
business day, 1 percent 1f every week 
and 2.4 percent if every month. Butitisa 
trivial charge on commodity trade or 
long-term foreign investments. The tax _ 
has the ability to handle built-in flexibility 
problems that are traditionally tackled 
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_ Tobin Tax - Problems in Implementation 


It is widely accepted that there is a significant amount of currency speculation taking place in the financial 
markets of the world, facilitated by the global nature of the market. The freedom of the global market 1s intended to 
encourage world trade by facilitating the free movement of capital. A side effect, however, has been the freedom for 
short-term speculation, facilitated by free global markets. Such speculation is not of particular concern when it is ona 
small-scale. However, if and when it becomes a large feature sei financial markets, it evolves into a problem that 
can interfere with world trade and unduly influence both exchange rates and the domestic economy of a country. For 
example, in the UK people remember Black Monday when currency speculation resulted in Sterling being forced out 
of the European exchange rate mechanism, resulting in the resignation of the Chancellor of the Exchequer, and 
possibly the subsequent eure of the UK to join the European Community single currency (the Euro). At the same 
time George Soros was able to openly boast of the amount of money he had made from the speculation he engaged in 
at that time. If this can happen to the UK, then this must be occurring in many smaller countries, which can be 
subjected to similar blackmail with much more ease. ` 


This raises a number of issues not just for individual countries but more importantly, for the global economy as a 
whole regarding the extent to which individuals or institutions should be able to unduly influence the activity of the 
markets for their own benefit. A free-market implies something approaching perfect competition in order to function 
for the benefit of all and undue influence negates the fede of free market. Many companies internally have 
antitrust legislation of some sort to regulate this kind of behavior. For the global currency market the problem is how 
to ale free movement of capital while discouraging damaging short-term manipulation through oo 
The proposed answer is the Tobin tax and so it becomes important to examine the likely effectiveness of this tax in 
achieving its objective. i 

In the first place the tax must be relatively easy to apply and would be effective only if it covers all currency 
movements. If this is not the case then it will merely result in the movement of funds to exempt areas without 
achieving any benefit. There is some danger that this could be a result. Secondly the size of the tax must be such as to 
discourage speculation without discouraging the free movement of capital for facilitating economic activity. This is an 
impossible objective as the potential gains oe speculation are likely to exceed the size of the tax imposed while for 
normal economic activity the effect is merely to increase the cost of capital. Therefore, the question that arises is 
whether or not it is possible to discriminate in the imposition of the tax in order to penalize speculative activity. 
However, this would require impossibly complex regulatory activity, which would in all probability promote 
economic activity in the area of tax avoidance. Thus it seems unlikely that the tax can be used to meet its objective of 
discouraging speculative activity. 

In this case; therefore, the benefits of this tax need to be considered in terms of the use to which the tax revenue 
is put. At a global level then any concerted attempt by various countries to act for an agreed objective must be 
beneficial to the reduction of unilateralist behavior. This is particularly the case when the intention is, as here, a 
reduction in the concentrated power of global capital. Undoubtedly, the revenue generated by the tax will be 
substantial and will have the potential to be used to beneficial effect in the amelioration of disadvantage in the global 
economic environment if utilized correctly. In short the concept of the Tobin tax is well intentioned but not 


necessarily well conceived in either its implementation or its effects. 


— Dr. David Crowther, Director of Research, Business School, University of North London 


by ngid quantitative exchange controls 
or financial regulations. 


Market opposition 

Despite having a pro-free market and 
internationalist stand, why the tax has 
always been treated as a Loch Less 
monster by most of the central bankers 
and financial market intermediaries 
worldwide, remains an unanswered 
question. 

Probably the inability of most of the 
central bankers to come out of the vicious 
circle of monetary policy targeting 
despite the fast changing exchange rate 
regimes and financial market openness 


explains some of their reluctance. They 
have been particularly susceptible to 
monetarist reasoning—only monetary 
policies with money stock controlling 
under very tight constraints are capable 
of avoiding inflahonary pressures and 
maintain sustainable economic growth. 
Economists have always strived to 
enrich the subject by developing untrue 
and unrealistic assumptions trying to 
justify their instrumental value for 
building mathematical and statistical 
models. However, history proves that 
economics can explain very little and 
predict hardly anything at all (see 


_ A Sayer, Method tn Social Science: A Realist 


Approach, 1992, pages 178 - 180). The basic 
reason for Tobin not being accepted 1s 
that he went against the basic tenets of 
economics. He bluntly pointed out that 
markets are not necessarily effiaent and 
there are no ‘rational expectations’. 
Future parities and prices are largely 
unpredictable. There are only uncertain 
and ambiguous estimates. He even 
discards the possibility of the existence of 
a umique equilibrium depicted by Pareto 
Optimality and argues that it is only a 
theoreticians’ fiction. According to him it 
is only the incalculable real world 
processes that determine the real prices 
and parities. Tobin himself was a strong 
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How Tobin-style Taxes Would Work 


¢ Currency speculators trade over $1.8 tn dollars each day across borders. 


opperent of the mainstreem economics 
and ixle wonder tha: most mainstream 
econcmists and cenzal bankeis 
dismissed the proposal ‘or a currency 
transaction tax. 

Hewever, history has proved thet 
merely freely convertible and floating 
finanzal markets do not necessarily lead 
to effidency gains, enhanced stability and 
greate> economic freedom. of nations. .t 
was ony the endless streem of financial 
crises of the 1980s and 19¢(Cs around th2 
world -hat emerged as a gro wing support 
for a g-obal currency transaction tax. 
Following each financial cn3is, Tobin tax 
has confirmed the relativ2 exp_anatory 
and aralytical power in ccmparison to 
that of the monetzarists 


The support 

When the series of severe monetary 
difficulaes started in srnall countries hike 
Finlanc, Norway and £weden leading tc 
devaluaaon of their respecti’e currenaes 
in 1987, nobocy recalled Tctin tax. Late: 
“in 1992, the speculative rms virtually 
demohsied the EMU’s Exchange Rate 
Mechan:sm. This turmoil was quickly 
follcwed by the Mexican crisis in 1994 
when tk e Mexccan peso fell Fy more than 
30 percent. Soon after, 11 1995 the 
Mexican disease percclatec across the 
Germar DM and the Japan2se Yen. This 
was then followed by the severity of the 
Asian osis followed by the collapse of 
Russia. Ir 1998, the speculatre activities in 
many cf these countries virtuelly emptied 
their reserves Though the speculators 
were eventually bailed ouz, economies 
were 1r. a severe recession Feople feared 
whether Brazil would go the Russ:a way. 
As cp2osed to Russia, 
Brazul wes a much bigger 
facter to the world 
economy and had the 
potential to trigger a 
severe recession in the 
whole of Latin Amenca. At 
that paint, tre future 
continu2d to remain 
uncertain in Asia, Russia 
and Latr. America. 

By that time it became 
crystal zear that it is the 
volatilıty and :ncreasing 
magnitude of global 
financzia. markets that were causing 
universal feeling of insecurity. Gradually 
€ count2racting force azainst the 
traditional monetarist orirciples and 
supporting the levying of a tax on 
currer.cy iransactions became vocal. The 
ATTAC (Association pour un2 Taxe sur 
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Following each financial 
crisis, Tobin tax has 
confirmed thz relative 


explanatory and of an 
analytica, power in 
_tomparison fo that of 
the monetarists 





The market is huge, and volatile. 


e Each trade would be texed at 0.1 to 0.25 percent of volume (about 10 to 


25 cents per hundred dollars). 


e This would discourag= saort-term currency trades, about 90 percent 
speculative, but leave long-term productive investments intact. 


e The currency market would thus shrink in volume, helping to restore 
national economic autoncmy. Nations e could intervene effectively 
to protect their own currency from devaluation and financial crisis. 


e Billions in revenue, estimated at $100 bn-$300 bn per year, would be 


generated. 


e Revenue‘could go into earmarked trust funds to fund urgent international 


prontes. 
Source Tobin Tax Initiative, California, UL 


125 T-ansactions financiéres pour |’ Aide 
eux Citoyens) was founded in Jure 1998 
with more than 6000 <nemders in France 
and quickly became a center of a 
t-ansnational network. Gradually, 
associations were formed in brazil, 
Canada, Switzerland, Auszrala, France, 
Mew Zealand, Sweden anc other laces. 
The growing list indicated the emarging 
pohtical momentum for the Tobm tax. 
Political parties from more than 25 
countries came forward supporting the 
tex. Soon the imposition of the Totin tax 
was listed in the globa: econonxc agenda 
ir the turn of the century. 

Despite these developments, relative 
fnorence and attachment to traditionalism 
2cntinued to act as deterring factors to the 
imposition of the tax. 
There were essenaally two 
arguments against its 
implementation. First, the 
orthodox econcmic the ary— 
free markets are cptimally 
effiaent and the presence 
automatic 
adjustment mechanism. 
Second, it is impcssible to 
implement suca z tax 
because of the tax evasion 
problem and the lack of 
adequate political support. 
Jagannathan brings out 
ye ancther dimension, “There ıs a belief 
taet there was a price bubble ir the 
Japanese real estate market m the 1380s. 
Transaction costs were (and shill are) 
rather steep in the real estate market, but 
that did not prevent a price bubble rom 
occurring. That would suggest that 


taxing transactions (Tobin’s tax) ıs 
unlikely to ensure that prices would be 
tied to fundamentals.” His argument 
questions the Tobin tax at a very 
fundamental level. 

The primary obstructions are the 
central bankers. Says Baker, “There 1s a 
lack of support amongst most central 
bankers as they understand that it will 
create additional problems in the 
markets. There would also be problems 
with appropriating the proceeds of the 
Tobin tax. The World Bank has estmated 
that 1/3 of all aid does not reach its 
intended recipients.” Other hindrances 
include a lack of uruversal application and 
the creation of incentives to move 
offshore. Argues Baker, “A lack of 
universal application could create 
systematic risk—exactly the opposite of 
what 1s needed in forex industry 
following the Alhed Irish and Ryecka 
Bank scandals.” Moreover, there are 
practical problems of insttuting the tax 
globally unless all the central bankers 
unite. 

All said and done it ts undentable that 
the Tobin tax 1s much more than merely a 
tax. The imposition of the tax would generate 
revenues to finance international 
development programs. Other than 
having the potential of minimizing 
speculation ın forex, it has the potential of 
preventing the privileged factions of the 
society across the world from having the 
monopoly over the means that will 
determine the social future of the global 
financial system. = 
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Scheme Objective 
Tc orovide risk free return ‘except interest rate 
rex) and long term aporecEfion by Investin 3 in 
the Government Sestrities only. 






The Product . 
100%. nvestment only in 


over ment Secunties 





Asset Allocation : 


Mirjimum 
In-estment 
Loed 


R's 1)2300/-. 

No Entry Load. 

Ko Exit Load after 60 
days. 
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Debt Oriented Balanced Scheine 





Scheme Objectrve 
To provide Medium to Long “erm 
Capital Appreciation 
and Distribute Income. 






| The Product ; `. 
Asset Aliccaton : 


Dabt Instruments - upto 60% 
Equites & Equity Related Instruments - upto 40% 
Mcney Market Instruments Others - upto 15% 


Minimum Investment : Rs 5,000/- at NAN related prce 
Load : Entry Load 175% on NAV No Eat Load aftar 6 
manths 


sesking Income and long-term 
capital appreciation: `. l 
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Schame Objective 
To generate income by investing in 
Debt instruments, MMI and 
small portion in equity. 


one Site (vere ai 


Asset Allocation : 








Debentures, PSU Bonds, Govt Securhes- upto 90% 
Money Market Instruments (MMI) - upto 15% 
Equities and FCDs - upto 10% 


Minmum Investment : Rs 5,0004- at NAV related price 
Load : No Entry Load Est Load - 0 50% for aut before 6 








months and 0 25% for axit after 8 months 
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Pest performance may or may not be sustained in the future. 


The units of the ebove schemes are approved Securities U/s 2(12)(d) of Bombay Public Trust Act 1950 
for Investments by Charitable Raliglous Trusts. 


R CANBANK MUTUAL FUND 


Principa Trustee : Canara Bank 


Invesimant Manager . Canbank Investment Management Services Ltd. 
Orient House, Adi Marzban Path, Ballard Estate, Mumbai 400 001. 





Vageriicr - for long term prosperity. 


Investor Relations Centres 


Mumbai: Tel (02212621271, 2593599, 2393691 Fax: (022) 2673084 Bangalore: Tel (080) 5594730, 5594731.Fax (080) 5664521. Kolkata : 
Tel. (033) 2478275. Fax 7033) 2404549. Chernal:Tel (044) 8552598, 8523729. Fax (044) 8551386 Kochi : Tel. (0484) 364846 Fax (0484) 
364836 Delhi: Tel (Ott 3326417 Fax- (011) 3354780 Hyderabad : Tel (C40) 2755729, 4750105 Fax: (040) 4753614 Patna: Tel (0612) 
227950. Fax (0612) 227390. Pune : Te.. (020) 5539564 Fax (020) 5536690. AFmedabad : Tel (079) 6406150 Chandigarh : Tel. (0172) 
648007 Coimbatore . Tal = (0422) 230557 Kettayam:Te! (0481) 683122, 583422, 563422(D) Mangalore: Tel (0824) 446416 Navi Mumbai : 
“el (022) 76£0268. Vadodara: Tel (C265) 326483 


Visit us at: www.canbankmutual.com 


Fusk Factors : Canprersicm, Cancigo ard Cengilt ‘PGS) are only the names of the scheme and do not in any manner indicate the quality of 
the scheme, ne future Ses baal orts ssturns Past performance of the schames do not indicate the future performance of the schemes All 
investments in Mutual Funds and Secuies are subject to market msks and the NAV of Scheme may go up or down depending upon the 
factors and fo-ces affec&r g securttles market. The investors are advised to read the detailed Offer Document before investing in the scheme 
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-A perceptible change is sweeping across the matia fund ankea in India. Factors such 
; as changing investors’ needs and their appetite for risk, emergence of Internet as a powerful 
| service platform, and above all the growing commoditization of mutual fund products are 

acting as major catalysts putting ieee on industry players to formulate strategies to stay 
the course. 


5 U.K .Vv BB 4.) Viele 











In the changed scenario today, product innovation is increasingly becoming one of the key 
determinants of success. Given the growing shifts in investors’ preferences owing to today’s 
uncertain economic environment, anticipating trends of emerging Investor needs and 
positioning products for these gaps pose greater challenges for growth for the industry 
players. Besides, attracting and retaining customers has also emerged as a key area where 
the need to have a greater focus is strongly felt. 


Building and sustaining a powerful brand is also becoming an issue of paramount 
importance. With investors today having a range of products to choose from, effective 
communication is required to reach a wider audience. The success of a marketer in future 
would depend upon his ability to use the 360-degree compounding effect of media through 
a presence in all media interfaces with the investor. 


‘Increased deregulation of the financial markets In the country coupled with the introduction 
of derivative products offers tremendous scope for the industry to design and Sell innovative 
schemes to suit individual customer needs. As it is being increasingly felt, with the 
commoditization of products looking imminent, service to investor and performance would 
be major differentiators. 


Another area where major shifts are taking place is distribution. It has taken a whole new 
meaning with the introduction of automated trading, clearing and settlement system. With 
increased use of technology the Industry is witnessing a paradigm shift as far as customer 
service is concerned. Factors such as cross-selling through modes like banks, post offices 
and co-branded credit cards are bound to play a decisive role in the success of the industry 
players. This apart, aligning with the needs of the investors, protecting their interests, and 
an effective communication with them are the three key strategies that emerge with respect 
to the service paradigm. 
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: . Quest for size to survive is bound to stimulate consolidation activities in a big way if the 
early signs of a few mergers are to be believed. Globally, it has been seen that the top ten 
players account for a greater ple of the market share. With competition getting intense in 
the domestic industry, churning in the industry looks imminent. 


| Is the industry geared to deal with such impending challenges? To know it from who's who 
| of the industry, read on. 
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! í | he mutual fund industry in India has taken 


rapid strides during the past few decades. However, 
the private sector industry has come into existence 
only over the past seven years. In these seven years, 
the growth rate for the private sector has been 
excellent. The industry as a whole 1s still in its 
growth stage. This can be seen from the fact that 
the banking sector ıs 10 times in size compared to 


the mutual fund sector. In most developed markets, 


these two industries virtually rival each other in 
size. Thus it is clear that given the high propensity 
to save and the large Indian middle class as well as 
the low level of current penetration, the mutual 


fund industry ıs potentially on a high growth path. 


Some of the key challenges facing the industry 
include the need for 


a. A broader product range. 

b. Geographical spread beyond the eight metros. 
c. Investor education 

d. Providing investor-oriented value added services and 


e. Over a period of time building trust with a large 
body of investors. 
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By 
Ved Prakash Chaturvedi 


Chief Executive Officer 
Tata Mutual Fund, Mumbai 


The key challenge facing the industry is that of 
educating the investor. Mutual funds are sull not 
regarded as life cycle financial planning products 
among the middle class in India. Most savings 
continue to be lodged with the banking sector. While 
banks offer a suite of income products, mutual funds 
can offer a range of products investing in a variety of 
mix of instruments from equity to debt. Thus, through 
mutual funds, an investor can fine-tune his/her risk- 
return appette. In addition, mutual funds offer 
liquidity as well as convenience and transparently 
declare their portfolio every month. Thus, an investor 
knows exactly where his/her money is being deployed 
and in case they are not happy with the portfolio, 
there is liquidity available for withdrawing at a short 
notice. Thus, investor education and appreciation of 
the benefits of mutual funds needs to spread to enable 
middle class savers optimize their allocation of 


exposure. 


The penetration of mutual funds is still low. Part of 
the reason for this is the fact that mutual funds have 
rot been actively sold through the conventional 
financial intermediation sources or systems like banks 
etc. Since investing money in a mutual fund is a high 
involvement decision, typically, investors will look for 
quality financial advice before investing. While the 
advent of the Internet as well as the gradual spread of 
mutual funds has increased awareness, a typical 
middle class saver would only have a limited 
perception and appreciation of what use mutual fund 
products can be to him or her. Like for other products, 
increase in penetration will happen only over a period 
of time and will depend significantly upon the ability 
of the industry to continuously launch innovative 


products appropriate to evolving investor needs. 
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Productinnovatian anc product proliferation will 





increasingly be the key determinants of SUCCESS for 
individual fund houses. In the past couple of years, 
new products like fixed maturity plans and plans 
oriented towards chikiren have been launched and 
‘have found favor witt irvestors. Investor's needs are 
dyramic They evolve depending on the overall | 
situation in the econcmy and the life cycle stage of 
the investor. The indust-y will need to clearly have a 
focus on researching enc anticipating trends of 
emergirg investor needs and positioning products for 


- these gapa. 


As astomer needs evolve and the industry 
matures, product augmentation through value added 
services will become a key differentiator. The 

industry alre ady offers-across the board redemption 
for certat. products, ir stant switch among asset 
classes and vircual interfece through the Net. These 
value added services willneed to continuously 
evolve. Lcoking into ones crystal ball, one can see 
services Eke ATM-linkecinvestmentsand ` 
redemptsons, cheque-wricing on funds, cross- 
currency fund switches e-c., as value added 
propositions in the rea- fiture. While new products 
and <dded services to \ared mutual fund products 
will determine success, a xey challenge for the 


industry wal. also be custozner -etention and cross-selling. 


The search energy anong investors has 
incressed with added avai_abil:ty of information 
and tew tools like the Inzernet. In the past, 
typically, an investert s-ayed with the fund house 


for a nun ter of years. Tris is now changing rapidly 


and custcmer retention end repeat purchase by 


enabling bast purchase setisfaciion will need to be © 


a key focus area for zhe ir.custry. Most mutual 
funds are increasingly <tterapting to cross-sell their 
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products to the investor base for enhancing their 

eppeal. While the competition among mutual funds. 
| has increased, the industry will also witness 

consolidation and mergers and acquisitions. 


Growth through mergers and acquisitions will 
become a significant focus as the industry matures. We 
kave already seen early signs of this where the large 
players are keen to acquire and grow. 
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Insummary then, the potential growth opportunity for . 
the mutual fund industry in India is enormous given 
the high savings rate, a growing savings class and very 
low penetrations. However, the growth trajectory for 
the industry will bé determined by its ability to 
inrovate and offer value added services in larger 
nu nber of geographic centers to provide customer 
.sat_sfaction. Competition for servicing investors in 
the industry has been increasing and some players 
are moving ahead of the others. Globally, it has 
been seen that the top 10 players get the bulk of ' 
the inflows. Since size is very important, many | 
>lazers in the industry would also look to grow 
_through mergers and acquisitions. This will be 
pos tive for the industry as the stronger players will 
continue to introduce best global practices for an 
orderly growth of the industry. g 
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T. Indian mutual fund industry has stagnated at 


around Rs. 100,000 crore assets for the last couple of 
years. The stagnated equity markets partly explain this, 
but the bulk of this 1s attributable to the indifferent 
performance by the players. 


_ The origin of mutual fund industry in India can be - 
traced back to the establishment of Unit Trust of India 


(UTI) in 1964. UTI grew at a rapid pace on the back 
of assured return schemes and patronage provided by 
the government directly (tax advantages) as well as 
indirectly (various bailout packages). The bull run of 
1991 heralded the entry of bank sponsored players. 
The industry was badly affected by the bear run of the 


mid-90s. However, the entry of private players provided , 


a filip to the mutual fund industry ın the late 1990s. 


In the fiscal of 1999, private players aggressively 
marketed their products with better service standards. 
The tech boonrof FY 99 and secular decline in interest 
rates since FY 97 helped funds to post attractive returns 
at various points in time. All this ensured growth for 
select participants for small period of time but the 
industry as a whole got stagnated. 
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By 
Nilesh Shah 


Chief Investment Officer 
Templeton Mutual Fund, Mumbai 


The future growth of Indian mutual fund industry 
will depend upon how the industry is able to push the 
products and pull the savings from the investors. ‘The 
industry has to push itself to the investors on product, 
performance and services. 


The mutual fund industry needs to introduce 
innovative products, which can satisfy nvestor’s 
requirements. We have seen standard products being 
introduced by most of the players. These products 


-have met investor’s requirement in a bull market but 


failed to cultivate a long-term savings habit. Mutual 
funds have become a kind of trading instrument 
rather than investment vehicles. Off late we have 
seen the introduction of innovative products in the 
form of Floating Rate Funds, International Investment 
Plans, Exchange Traded Funds and Gold Fund. 
These products provide investors with a choice of 
investment. They are niche products, which can 
satisfy specific risk-return profile of an investor and 
create a long-term investment vehicle for him. The 
mutual fund industry has to bring many such 
innovative concepts to cater to investor requirements. 
The options could be on the High Yield Bond Funds, 
Principal Protected Funds, Long Short Funds, 


Arbitrage Funds, Dynamic Funds etc. 


The other important area for the mutual fund 
industry will be to deliver performance. The investor 


wants a return on their investment. Mutual funds 
. have sold performance in a bull market but miserably 


failed during the bear market. Concept of Risk 
Adjusted Return and Total Portfolto Return are still 
alien to investors. Most investors tend to evaluate fund 
performance on a short-term basis. There 1s a need to 
educate investor about risk-adjusted return-and also ` 
the total portfolio return: Empirical studies in the US ~ 
market have shown that the funds return tend to 
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hzve a huge variance w-th the average investor's ` 
recurm. This is main- y because most investors enter ke 


_, fund ater it has showr. top quartile performarce. 


Inves-ars also tend so exit when the funds are showing -~ 


_bottoxr quartile performance. The key to investors 


returr. vill ke the funds’ abili-y to outperform the 
benchmark index on a consistent basis without taking 
lotof rixks. 


The muzual fund industry will have to improve the 
service standards to -eec1 investors. Today barring 
UTI ace few other plavers, most mutual funds are 
ecnce-Lrating upon netro investors. Even ina place 
like Memba, the exstinz penetration is far from 
sacisfaz cory. The mutual fund industry will have to use 
tha technology to reach massas so that services can be 
provided in a cost advan -ageous manner. The 


_ develepmen: of indeseadent distribution network will 


beunixportantelemertof this strategy: Distrikutors ` 
wil ple, a critical role ir: understanding investor 
requirements and sugges” ing suitable products. They 


‘will als> have to play an important role in 


communicating feedoack from both the sides. 


- The mutual fund ind astry will have to pull savings 
Romii irmestors (both -vho.esale and retail) for 
channel ng into producive investments for higher 
eccnorzc growth. A .arze portion of present day 
savings cre allocated -neffcieritly as either the returns 
are notrarket linkec or zre routed through the 
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‘government sponsored products. The Indian mutual - 


fund industry has a big responsibility in ensuring a 
smooth transition of flow of savings from government 
sponsored products to market-related products. Their 


biggest challenge will be in managing pension funds 


which has the backing of fixed return assurance from 
the Government. The mutual fund industry will have 
to proactively work towards educating investors about 
the pros and cons of market-related return on pension 


` funds from assured return products. 
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The mutual fund industry seems to be falling 
behind the insurance industry in terms of innovation. 
Some of the insurance companies have introduced 
good products and invested heavily in their 
distribution network. Competition. between banking, ` 
insurance and mutual fund industry will be good for -- 


_the consumers, as they will get the best of the products 


and services with the lowest cost. g 


Doen End: Fund Categories Return Averages (as on June 4, 2002) 
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ihe mutual fund industry consists of both equity 


and debt schemes. The debt schemes during the last 
two years have given very attractive rates of return. 
However, equity schemes, particularly the diversified 
schemes, mostly performed in line with the market. 
Regarding the relatively poor performances of the 
equity schemes, it is to be understood that whenever 
the market has fallen by a substantial portion, the 
NAVs of these funds have also suffered. It is some of 
the sector-specific funds, particularly the IT sector 
funds, which have given very poor performance. 
Unless the market improves, the performance will not 
improve. 


As far as safety of investment is concerned, it is 
wrong to say that mutual funds are the safest 
investment avenues. There is no guarantee of the 
return. Neither there 1s a guarantee of the principal nor 
is there any insurance. From that point of view, mutual 
fund investment is not safe and ıt entails some amount 
of risk. People should understand that this is no myth, ıt 
is a reality. Unlike the banks or government securities, 
there is no assurance of anything. That ıs why creating 
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By 

A P Kurian 

Charman 

Associaton of Mutual Funds of India (AMFI), 
Mumbai 


awareness among the investing community becomes 
more important. An investor should know that NAV 
could go down, and there could be no dividends also. 


Regarding widening the reach of the industry, I 
think the slow market penetration is a matter of cost, 
because to go to smaller towns or distant places is a 
costly affair. So in the beginning the mutual funds 
would tend to concentrate on the rich pockets and 
also metropolitan towns like Mumbai, Delhi, Chennai 
etc. So itis a matter of time before they go to smaller 
towns and other pockets where there are savings. 


On restoring the confidence of investors in mutual 
funds, I would say there are several things. First of all 
the industry needs to create awareness about benefits 
of investing in mutual funds. The investor must 
understand that mutual funds work differently from 
the other saving instruments like banks, post office, 
non-bank companies, or chit fund companies. They 
should understand that there 1s enough protection; 
there isa mechanism within mutual fund structure to 
protect the interest of investors. There 1s a trustee, an 
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AMC, auditors, and there is SEBI. Thirdly, investors 


‘should do their homework properly. They should read 


the offer document, and the application, and should 
understand the annual report fact sheets which they 


receive. 
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ANFI is conduct:ng investors’ awareness programs 
-along vazh other mutual funds as well as other bodies 
~ like FICCI, ICAI, IM Cezc. Recently we made a 


presentacion to mcre char. 300 investors as to how 
mutual finds work, what are the advantages, what 


are the difficulties etc. 


The mutual fund industry is one of the fastest 
growing mdustnesin he Indian economy. This year 
our gro’v-h in assets has >een around 11 percent. 
Tocay in terms of disc_.oaure, transparency and 
standards, the mutual funds industry has taken some 
major steps. So in taat respect the industry is mature, 
and whica if positioned properly and with the 
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improvement in the equity market, has a very bright 
future. 


As far as disclosure standards are concerned, I 
would like to say that our standards are second to 
none in the world. There has been a lot of , 
improvement in the regulatory framework. What is 
important today is that the intermediaries i.e., the 
distributors, agents and brokers who are distributing 
and selling the mutual funds, need to become more 
disciplined and pass our AMFI test. They must 
register with AMFI and must become professional 
people so that they can advise their clients 


properly. m 
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From AMFI Chalrman‘s Desk 


Loo-«mg back, the fiscal year ending March 2002 witnessed several developments in the mutual fund 
industry. The assets under management showed a modest growth of 11 percent to Rs. 1,00,594 crore. As many 
as 9C new schemes weze aunched and the gross mobilization was up by 77 percent to Rs. 1,64,523 crore, ona 
net kasis che mobilizat_or. was cown by 27 percent to Rs. 7,175 crore. The asset allocation showed a marked shift 
towards debt and governsrent securities. On the performance side, while the Income Schemes gave- 
competitive returns, the Equity Schemes remained generally depressed in line with the market condition. Asin 
other industries, the trend of mergers and acquisition has become more pronounced in the mutual fund 
industry as well. i 


AMI continues to p.ay its role as a catalyst and initiator for setting new standards and refining existing ones 
in many weas particularl” in the sphere of valuation of securities. A major initiative of AMFI during the year 
was the ranching af regiztration of AMFI CatuReg Intermediaries and providing recognition and status to the 
distributoz agents. 


Looking forward, the ongoing refinements in regulations, improved transparency and disclosure along with ` 


disseminacion of performance data in systematic manner and analysis by several research bodies, present an 


environment that is at onze conducive and supportive for stimulating further growth of the industry. 


Developing a cadre of trained certified intermediaries, building a wider retail base through market 
penetration and demonst-ating commitment to best practices by strictly adhering to the guidelines and 
standards set by AM-Fl and the regulator are some of the key areas on which the members of the industry have 
to devote more attention as we go along nurturing the industry on healthy lines. 
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W ith the evolution of our economy over the last 


few years, the Indian financial services sector today 
has assumed a position of pre-eminence consisting of a 
plethora of products like mutual funds, insurance and 
banking. 

The marketing strategy for mutual funds in India 
has been that of evolving a customer need-based 
product value proposition, communicated to the 
consumer in the best, most efficient manner possible. 
While product values may change across businesses, as 
might the levels of involvement that consumers have 
with products and the set of media vehicles to 
communicate these values, the core marketing truths 
of simplicity, innovation and understanding the needs 
of aconsumer do not. 


The success of all marketing campaigns today ıs 
built upon the ability of the smart marketer to use the 
360-degree compounding effect of media through a 
presence in all media interfaces with the customer. 
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By 
Ambareesh Murty 
Associate Vice-President — Marketing & 


Customer Service 
ICICLAMC, Mumbai 


The marketing of mutual funds in India can be 
Icoked at as a three-step process. 


The mutual fund market in India is going through the 
growth stage of its life cycle, therefore the emphasis is 
on the need to educate the consumer about the 
benefits of mutual funds, the varied nature of 
products that are available to the investor under the 
mutual fund umbrella and building and strengthening 
brand awareness. The box item on the following page 
details a possible awareness and relevance building 
cycle. Communication to clearly segmented pockets 
of customers uses a variety of media that include 
traditional media like press, outdoor and television, 
and interactive media such as the Internet. 
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This is the second step towards creating a successful 
brand and is achieved through providing higher 


‘performance and service levels to the customer. 


Customers can be empowered through 24-hour 
call centers, transaction capabilities on the Internet, 
and customer service walk-in locations. 


These non-conventional interaction channels 
permit the consumer to interact with the brand athis- 
own convenience and his own terms. - - - 
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This is the ulumate evolation of the brand experience 
with a customer and i: ackieved post the successful 
completion of steps ore end two. 


that strategies of nurturing current customers 
tenc to be-far.mote Drotitable:than that of -| lifestyle magazines. play an increasing role in. a 


purely acquiring ae-v customers. Therefore, 


From the very 
begirring we heve made 
the cistomer the centez 
of all oar efforts. We have 
setup 26 customer tervice 


= >C 
center: across the country ustomer Segmentation 





and launched a zarge cf Who-Where-What? 
products suited to the 
investcrs needs, Our o EN IREE 
visior: 13 to provice the Current | Insurance Holders 

FD Holders 
highest customer se-vite - 

Somme Years Lauer 

standards in the county 
The FrulCICI Insta2dal! 


Service is another stepin that direction. 


Prudential ICICI Mutual Fund has launched the PrulCICl InstaCall Service to take customer 


convenience to a higher level. 


The PrulCICl IrstaCall Service will allow Prudential ICICI mvestors in India to call ICICI’s Call Center 
round tne clock, 365 days in a year to carry out transactions such as redemption, a switch or note a change in 
address In addition zo cransacting, an investor can get updated information on his account balance, last five 
financiel transactiors, account statement etc, The investor can also access the latest Net Asset Values, product. 
details and transaction history over the phone or the fax. Investors who enroll for this facility will receive the 
confideatial Telephc ne Identification Number (TIN) with which they can access details of their account or 


transact on their eccouat over the phone. 


This is the first time an Indian Mutual Fund has launched a telephone service with such wide-ranging 
capabiuries. The Pru-CiCl InstaCall Service has been developed using sophisticated software, which integrates 
back of.ce databeses tc the end-users’ telephone. 


Wazle most fmandiéel service providers focus on making the sale of their-product a convenient . 
experiznce, our phi.ospzhy is to make the entire experience from purchase to redemption a delightful 
one fo- the customer. The PrulGICI InstaCall Service will enhance the investors’ post purchase 
experience substantia ly. This service will also enable us reach out to a wider customer base and provide 
superior service to a| cur customers. l 





providing existing customers with added value 
(through bundling of products) helps increase 


the overall value proposition for the customer. 


Stud:es in developed markets have shown Cross-promotions such as in-house loyalty 


programs, co-branded credit cards and in-house 


marketer's tool kit for retaining the customer g 
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By 
M R Murali 


Chief Investment Officer 
LIC Mutual Fund, Mumbai 








in domestic financial markets, there is a variety of 
products that can be offered to our investors such as 
international funds, regional funds, real assets funds, 
utility funds, municipal funds, capitalization-based 
funds, commodity funds, natural resources funds, 
pension funds, structured funds etc., which are 
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already a norm in the international markets. 
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T he mutual fund industry in India has grown from 


a single US-64 to a total of 417 schemes presently 
available in the market. However, the figure seems 
miniscule when compared to the 13,000 odd schemes 
occupying the US market. The Indian market has 


metamorphosed into the predominant open-endedera - 


from the close-ended one; it has ushered investors into 
a present risk based return environment from the 
security of the guaranteed return times, yet, the 
product offerings have been largely vanilla as in debt, 
equity and balanced schemes. The primary innovation 
of the Indian industry came ın the form of 
insurance-linked tax saving products introduced by 
UTI and LIC Mutual Fund, but that was as far back as 
the pre-1990s. Product innovations otherwise seemed 
to have plateaued in the mutual fund industry 
although we have seen the occasional sector funds 
which caught investor fancy because of the tech boom, 
serial plans which seemed to be tailored for corporate 
investors and index funds. Mutual funds otherwise for 
various reasons seem to have adopted a very cautious 
approach to product innovations. But with the growth 
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The Indian industry is presently working towards 
making aconducive environment for two of the 
abcve mentioned categories viz., the real estate funds 
and the pension funds. 


The domestic property market ıs extremely 
disorganized and needs to be brought within the grasp 
of formal economic activity. Real estate comprises of 
three types of properties viz., personal, investment and 
infrastructure properties. Generally, in developed 
markets investment in real estate can be either direct, 
ot through holdings in equity of property companies or 
mertgage-backed securities and is quite a lucrative 
investment choice as ıt not only provides returns 
similar to equities in the long-term, but also offers a 
good hedge to inflation. However, itis available in 
India only through direct ownership wherein the 
tedious legal procedures, high costs and associated 
risks make it an unlikely investment choice. So the 
objective of domestic real estate investment funds will 
be to help investors invest in property conveniently, 
cost effectively and securely with the help of 
professional management, thus providing them 
opportunities for capital gains as well as regular 
income. A lot of groundwork still needs to be done 
before real estate investment funds are introduced in 
our market. The expected introduction of the 
proposed Securitization and Reconstruction of 
Financial Assets and Enforcement of the Security 


‘ Interest Bill 2002 is one step in that direction, whereby 





N ` 
+ 
5 aE gp i myer e ener o E e a ee A an ee ee ~~ ~-n ~» 
oN S UOR V EÈ 
- Y Oi F [FUNDS 
`~ > = r b 


s 
* 

+ - 

Era 


Tomoe ii a, Ara e p e e aa a ait eain E e ae a Mattie e te e g a its ERIE — m- y 


eh A ai ae 
“| 
| | 
tt d 


mo 
J er t 
i a 
P z + 


= 
t 
q 
LEREN 


at 


— 


a 
. bd 
A + 
i oir Ka te #SEpe € s š 
a 
> 
a è qis 
a ` ‘ 
6 


— 


ma 


T s toa C onal Pr eeen e e eee e ra -py e ee ee a 


wer ee e 


[3 


1 
* - 
a 
kd 
sẹ mas te 
‘ 3 
” - - Ao 


A uy aey 


TT tt ted 
= bin 


oA Ae pree ee, 
LESE E + 
+ 
«= 
tre 4 = t 
F] 
“aw {Í 


ås & wie sde v $ 


Yoa 


Put AAN EEE eea 
bat W in teH on Hira 


daw 


L is 
a $ Pid r 
4 
? = x 
i p t 
M - = 


A 
$ 





kasad 


aden a 


- w 


w EH vı W 
4 š R P 
zi 
$ r ‘ 
+ 
te ar gi 485 s mii t » 
P ” 


“a 


EN e ae ee -—— e e ra tee 
t b 
+ > 
+ ? 
~ 
à 
qa 
. ~ 
- -e mn 


E [Epons5red ty T Ey TATA © 


securitization companies and asset reconstruction 


companies will come into existence thus paving the 
way for easy availability ofasset-backed securities or 
mortgage-backed securities and the viability of real 
estate fir-ds. l 


AltFcugh not as dsorganized as the real estate 

industry he pension industry in India also needs to 
`- wake up to the changing g obal economics. A 

burgeoning middle class pcpulation, increased life 
expectancy resulting in an uncreasing number of senior 
citizens, societal shift towazds nuclear families, 
decreasinz levels of jot security, complete lack ofa 
national sscial security system and an increasing sense 
of respocsbility towarcs retirement benefits has 
prompted a review of the existing pension system. The 
neec to change from the existing defined benefit 
system to a defined cor-tnibution system as is witnessed 
globally has now been ackrowledged. As a result, 
privete pension fund products will soon likely find 


their war -n the domes-ic market. 


Derezulation of the financial markets, 
developnent of the futures and options market, 
introduc Dn of structuzed products such as 
collazerai-ed bond oblizaticns, collateralized loan: 
obligations, credit-linked notes or credit-linked 
denvatives will provide hitherto unavailable 
investmert avenues to fund managers and thereby 


_ lead to ar nncrease in product innovations. 


Product differentiation >resently is on the basis of 
investme-x objectives, essetallocation performance 
and service. However, vith che commoditization of 
products ing tnevitakle, service and performance 
will skew investor prefe-ences. As investor knowledge 
increases they will show a d2mand for specialized 
products and services. However, the financial industry 
as a whole has to travela few miles before we can get 
to that level. 





LIC Mutual Fund Bona Fundy 
The LIC Mutual Fund 3ond Fund (LICMF) isa 
debt-basec scheme offered sy LIC Mutual Fund 
which is amongst the eacly institution sponsored ae 
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in the country, with more than a decade long 
experience in fund management as s well as a healthy 
performance track record. 


This fund was launched in March 1999 as an 
open-ended debt fund with no guaranteed returns. 
The objective of the fund is to generate reasonable 
returns with quality investments in debt and money 
market instruments. The fund has more than 60 
percent of its investments in sovereign and AAA rated ` 
papers and the balance in AA and money market 


` instruments so as to optimize returns for its investors 


with minimal credit risk. The minimum investment 
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amount in the LICMF Bond Fund is Rs. 5000 and 
additional investment can be made in multiples of 
Rs. 500 under two options viz., dividend and growth. It 
also offers additional benefits like the systematic 
investment and withdrawal options to serve regular 
investment and income needs of the investor. The 
fund has no sales load but there is a repurchase load of 
0.50 percent for investments upto Rs. 50 lakhs if the 
repurchase takes place before the investment 
completes six months and 0.25 percent for investments 
greater than 50 lakhs if the repurchase-takes place 
before the investment completes three months. 

Since its inception, the fund has regularly been 
declaring dividends. It declared three dividends in FY 
2C01-02 aggregating 11 percent. 


The initial mobilization by the fund was around 
Rs. 30 crore but in three years it has grown to cross a 
whopping Rs. 1300 crore. The growth ın corpus is 
reflective of the investor support itcommands onthe ~ 
strength ofits performance. The fundis presently 
giving annualized returns since inception of around 14 
percent. 
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T he Indian mutual fund industry, especially the 
private sector, is coming of age. Be it products, service 
standards, or transparency it is comparable to the best 
in any country. This is creditable given that the private 
sector was allowed to set up shop only in 1992 and the 
first set of funds went public in the latter part of 1993. 
A number of changes have been ushered by the 
industry taking advantage of the freedom given under 
the SEBI regulations. No load funds, dividend and 
growth plans in schemes, full disclosure of portfolio on 
a regular basis (ın most cases, at least monthly), 
redemption turnaround of T + 1 (versus the 
regulatory requirement of T + 10), T being the 
transaction date etc., are all eloquent examples. 


Like any other industry, which has started late 
here in India e.g., telecom or the IT industry, mutual - 
funds too are leapfrogging in terms of development 
and innovations. If one looks at the history of the 
industry, even though nascent, one can see that there 
have been constant innovations. There ıs tremendous 
scope for product innovations within the mutual fund 
industry. Innovations here for the industry may not be 
completely new for the developed economues but 
nevertheless they have gone a long way in offering 
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President 
Zurich India Mutual Fund, Mumbai 


products and services comparable to the best in the 
world to the Indian investors. The introduction of gilt 
funds, liquid funds, and sector funds all provide a vast 
range of financial solutions for the investors to choose 
from across virtually the entire risk-return spectrum. 


. The last couple of years have seen a lot of innovations 


in the form of services being offered to the investors. 
And one 1s sure to see value additions being 
introduced into the products enhancing the value for 
the investors in future. 


‘One of the most significant innovations was on the 
platform of convenience namely, the turnaround tme 
required for repurchase. This has come down 
significantly to a maximum of T +3 days. This has 
meant that the investors can utilize their money for 
much more than what was earlier impacting their 
returns and also the converuence. 


Another innovation that the industry saw was in 
the field of distribution to make it more easily 
accessible to an ever-increasing number of investors 
across the country. For the first time in India a mutual 
fund started using the automated trading, clearing 
and settlement system of stock exchanges for sale and 
repurchase of open-ended dematenalized mutual 
fund units. Zurich India Mutual Fund, made available 
all its equity growth schemes and the balanced 
scheme on the National Stock Exchange through a 
special order routing mechanism developed in 
partnership with the NSE. Investors could purchase or 
tepurchase units at the applicable NAV-based prices 
through any of over 2900 access terminals linked to 
the NSE spread over 400 cities. Soon, other mutual 
funds followed suit to take advantage of the already 
existing backbone of NSE to distribute their units 
across the country. Some mutual funds have ted up 
with select post offices to distribute their units. All 





e g a e e a n Seer cones Me te pee] 


anpare rt avere poaa maaa ME E mpi Yep yh py NOY intr aa g E pp Yk 


“i 
-- 
at 


~~ 
i 
ie € f3 


- 
~ 


F 


eee A p Re We 
` OA ‘ + 
> k 


w 
4 t : + k “or 1 1 ern 
1 
ti ‘ a 7 i 
` > 
as 
’ ' r y Gr 
ma te yt aa} Had vu he, 
wb nv aun ney u n aah ' ' iu fs ' 
"w E] 2 - 


» 

i 

| | | 
1p 


fy 


a 
4 
t 

s 
+ 

tiny ' 
ir n 

w P UREI ane 
` = a 





— 


e 


N N A E OO EE SEE 


A T 





-Ta 


mP a’ 


to 
Woa n b 4 
a. ier 
yu te" ` wl yt jy LALL Pi, 


WHAT FI 


YL o> 
Tl oad 


+ 
Emr g 
+ i 
tHe 1 Y i ? 
Foe mee ga wall ehe RTT) ii re "u 


rE 


`, 


~ 


these have been done with one single objective in 
mind-—to increase the penetration of mutual funds in 


. the ccuntry from the existing 25 - 30 cities where it 


was available in. 


Scme service inrorations have also been seen. 
Systematic Investmenr Plan (SIP) and Systematic 
Withcrawal Plan (SW?) were options introduced 
which kave come in-verr hardy for the investors to . ` 
maximize their recurs rom their investments. SIP 
ensures that there is a regular investment that the 
investor makes on specfied dates making his 
purches2s to spread ou reducing the effect of the 
short-term volatility of the markets. SWP was 
designed to ensure tLatinvestors who wanted a 
regular income or zash slow from their investments 
were abl= to do so withhn a pre-defined automated 
forn. Today the SWP facility has come in haridy for 
the invz:tors to reduce their texes. 


Zutich India has gone a step further and 
introduced Zurich2ques, special, pre-issued, - 


‘repurchase cheques. Uritholders can'opt for these 


cheques at the time of investing in our range of debt 
funds —Zurich-India Higk Interest Fund, Zurich India 
Soverefzn Gilt Furd end Zurich India Liquidity Fund. 


So, -nstead of going through the hassles of filling up. 
arecurchase request form sending it to the Investor 
Service Center and trer waiting for the cheque to be 
delivered to them, all zhey need to do is to simply bank 
the Zuri=reques with -hem, and save on time and 
effor-. Petter still, thei- mcney earns till the day the 
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Zuricheques are cashed, rather than till the day they 


_ file for repurchase, therefore it is virtually T+0. 


So now investors opting for SWP asa source of 
regular income-can use these Zuricheques to attain far 
greater flexibility and higher earning capability than 
the simple vanilla SWP Greater flexibility because 
unlike in SWP where an investor needs tofillupa ' 
SWP form, have it deposited at the ISC and wait for 
the cheques to reach him, the process for Zuricheques 
is much simpler with no waiting period at all and there 
-s also no fixed date or amount for which the investor's _ 
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Pee Sany, _othiergindustiy,;w! A 
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repurchase is processed. They can as per their 
requirements decide on the amount and date of 
repurchase. And higher earning capability because 
unlike in SWPs where their repurchase request is 
processed and the cheque mailed to the investor can 
take as much as three to five days during which the 
repurchase amount does not earn at all, here with 
Z-sricheques, the repurchase amount earns till the day- 
itis cashed, This money is then immediately available 


foruse.G : 


Close End: Fund Categories Return Averages (as on June, 4,2002) 


Dz2bt wath marginal equity 
Balanced 


~ 


_ Equit, — Tax Planning’ 
Ecuity — Diversified 
Debt — Specialty 


Dett — Ultra Short-term _ 


-Source. Fulue Research 
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l oduct innovation is an important part of 


brownie points for marketing. It should really add value | into a pool of mutually owned funds where 


A case in point is mutual funds which is one of the 
most popular investment products. There are 
thousands of schemes in existence today with claims of 
differentiation, But in terms of broad classification 
there are only three types of fund structures namely 


a ere Ca ciate teem acca p aa m a rr y e eee in ——— wl 
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~ e] | timesin eight years. Subsequent to that many 


— im 


Benchmark Asset Management Company Ltd , Mumbai 


One can trace the origins of close-ended funds to 
1783. A gentleman named Daniel Parker who was a 


} | military contractor in George Washington's Army 
ois modb bS chase da iis ia 
A eh a da ac l 4 Ati : ` | | pooled in some money from European financiers to buy 


Sof? notes redeemable for goods. It was an extremely 
successful venture which saw an appreciation of 20 


Mo. Ba EF ge: OI} | close-ended funds were launched. Over a period of 
iy ees h a 7h o time people realized that close-ended funds suffer from 
pee WSS Ee ee ome | drawbacks like poor liquidity. Exit from the fand can 
be at a premium or discount to Net Asset Value 
(NAV) and for the fund company, this limits the 


corpus size. Hence there was a quest for a better 


l À ; i eae structure. 

| evolution of any industry. It is also true in investment 

: industry. ‘The innovation or differentiation should not In 1924, stockbroker Sherman Adams decided to 
be there just for the sake of it or just for scoring take advantage of the bull market by buying shares 

| 


to the end investor or the intermediary either by wayof | shareholders can buy and sell their shares at NAV. 


instrument design or opening a new asset class. Even today this fund exists as Massachusetts 

Even though one finds many claims of Investment Trust with a corpus of $12 bn (originally 
innovative products by various providers, in most $50,000 from 200 investors). The open-ended funds 
cases the differentiation is miniscule. Big ideas in are of a superior structure since they provide liquidity 
financial products are very few and occur after a to investors and this liquidity is at NAV related prices. 
long period of nme. . For a fund company, they can generate more revenue 


since the corpus of funds can grow. However, over a 
period of time people realized that there are some 
problems with the open-ended fund structure as well. 
First of all the entry or exit into/from the fund can be 
at the end of the day prices only and secondly the 


close-ended funds, open-ended funds and exchange long-term investor actually pays the price for short- 
traded funds. term traders. The search continues for better structure. 
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In 1993 the American Stock Exchange launched 
S&P 500 Depository Receipt (SPDR also called 
Spider) which was the world’s first Exchange Traded 
Fund (ET). Even though close-2nded funds have 
been trading on exchange, ETF was the first 
open-ended fund tracing on exchange. Today the 
ETF structure has seen over $ 120 bn pouring into it in 
more than 220 funds. It Fas bzcome the fastest 
zrowing fund structure. In year 2CO1 alone the 
number of -unds doub.ed-fror 100 to 200. ETFs also 
have their structural limitations They are applied to 
only passive runds. Th ir-dustry is now working on a 
mutual fund structure in zhe form of an ETE which is 
suitable for actively menazed funds. 


In India, xowever, nutual funds have been 
introduced 3 site late kut now the pace of new 
product introduction 1s faster. For example, even 
tnaough UTT was formed ix: 1964, thefirst real 
close-ended scheme was tne master share floated in 
1986 (compared to 1784 mm the US). Subsequently, 


“Kothan Pior.eer introducecl the first open-ended fund 


Prima in 1963 (compared +o 192¢ in US). Then in 
2001, Benckmark Asset Manazement Company 
introduced the first ETF Nifty BEES (compared to 
1993 in US). i 


From investment pcint of view, there are two 
broad categcnes namel» mutual funds and hedge 
funds. Long only style has teen there since the first 
clos2-ended vnd started while hedge fund was 
founded by Æ. W Jcnes group im US Each of these 
investment sty es have further classifications among 
themselves. Under long on y funds one can have 
many differert styles like active passive, quantitative, 
valua, deep vue, growtn oz mcmer.tum etc., while 
under hedge nd category, there are many 
diffe-entiatiom: in style like maczo, leng short, risk 
arbitrage, convertible arbitr: ge, relative value, 
managed futures etc. 


mirae it moe 
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In India, we still do not have hedge funds due to lack 
of regulations. 


Big product ideas do not come frequently and even 


-after they are introduced it takes time for them to be fully 


exploited. 
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cometimes too many product features and 


d -ferentiation can also confuse investors. The 80/20 rule 


1s applicable here also. Increased complexity also makes 
things difficult to manage and it becomes quite 
susceptible to event risks. A case in point is LTCM. 
Another aspect is the cost. Many products include 
feztures, which add costs to the investor. For example, in 
the case of umbrella funds or fund of funds, which are 
very popular today, the costs go up to four percent per 
anum. 


It is recommended that the investor should scrutinize 
all new products with a magnifying glass especially those 
which sound too good to be true. 








SMUN 
Beachmark Asset Management Company (BAMC) is 
India's first company to exclusively focus on passive and 
quantitative approach for investments. It has introduced 
Nity BeES, India’s first exchange traded fund which 
tracks the Nifty index and trades on NSE. With this the 
BA-MC has become the first company in Asia (excluding 
Japan) to introduce ETE The Benchmark Asset 
Management Company is promoted by Niche group and 
pro=2ss.onals from Merrill Lynch. m 
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of their investment philosophy, time horizon, 
nsk-return profile based on investment quality, 





Hat i on average maturity and portfolio allocation. 

pana s lee tog emer that In this race, mutual funds have come out with 

rsyact as ta short-term funds, floating rate income funds, fixed 

ae ifitmeanstat A) CET maturity plans, asset allocation funds, P/E ratio funds 
f: Of therm] wee esda fin: eae vita and index funds. 


hon f? ~ 
‘ hoo Sar o $ > + ¢ $ 
y ppi eS. y a + oy ta} f 5 è š i 
eS e. Das tp. eS ey ae Previously, an investor with an investment 
Pa + ‘ “>: yt r at P E N > ane ? atk oe we k E ake 
r, zia A -F ¥ F ~$- tee ` + > zi pr % 


=o Se ee ee hee | horizon of three months had the option to invest 
either in quid or income funds. Liquid funds offer a 
very low return while an income fund with an 
average maturity of over four years carries greater 


interest rate / price risk. But, now the same investor 


utual funds across the world have witnessed can investin short-term funds, where returns will be 


a drastic and dynamic change over a period of time. is ae Goats elek heehee rales: 
Surpassing the banks’ deposit base, which ull 


oie bevan UGEe aped on ohne oa: A conservative investor who wants to play safe 


savings, mutual funds now rule the roost. Constant can be recommended floating rate income funds. 


Here the interest rates on the securities is linked 


marketing and distribution strategy has helped them periodically to the benchmark rate prevailing in the 
erow threefoldin the past 15-20 years. ses 
But in India, there 1s still a lot of room for Despite the above developments there is still a 
improvement. The industry is still in a fledgling stage. room for product innovation. In India we have very 
A lot remains to be done in the areas of marketing ` few schemes for retired people and for those who 
strategies and investor protection and awareness. The need regular income. Here an AMC should develop 
one area where the industry has a competitive edge ts products that gives them the market-related regular 
the wide array of products it can offer due to constant returns and also avoid volatility. Simularly, child care 
product innovation . plans and study plans can garner good collections 
Producti ae ee eae an from retail clients. But the lock-in period of 7-10 
t th 
7 S oar acne ae a , aoe BA years makes them unattractive. If loan facilities 
. changes in the features of a product so as to cater 
o ovided against th of investments, 
varied needs of investors. We have seen mutual funds. ao - one PA is 
collections can soar when compared to banks or 


launching different products that are customized to 


| 
| 
| 
| 
: product innovation, customer focus and an effective 
| 
| 
| 
| 


t offices. 
i suit the broad investor categones lıke students, youth, posrotces 
i middle-aged working class, affluent and retired Value addition in terms of options like 
\ persons These products can be differentiated on basis Systematic Withdrawal Plans (SWP) and issue of 
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bonus -nits can make >roducts more attractive. 
Also, investors shouid te allowed to exercise 
Systemetic Transfer Plan along with the SWE 
Mutual funds can asc introduce Trigger options 
where profits / losses vculd 2e booked beyond 
certair. NAV returrs. [his helps the fund gain a 
competitive edge overathers, as client base will 
widen ky offering defferznt schemes under one 
umbrella. For exampl, when an investor wants to 


switch trom income find to a short-term fund and | 


the fund house does rct have a short-term fund, 


then tae money wi | surely zo to the other fund. 


Hcvwever, the benefits of product innovation 
car-no: be reaped unless backed by an efficient 
marke-ing and distribuon strategy. The soaring 


‘collections and decent 2rowta rate achieved by 


mutual cunds in recenz veers is largely due to 
investments by carperaces end HNIs. Retail 
particizatior. acrcss the counuy needs to be increased. 


Mutuel funds distritut2 their products through 


agents, brokers ard cistribution companies whose 


reach srestricted to few big cities. 


M «tual funds need to further beef up their 
discribucion networks camprising banks and post 
offices. A strong agentnetwork across the country 
should de developed ss dane by the likes of LIC and 
Ulbe 


A: widely knowr, product awareriess presides 
over market penetraticn. Developing effective 
market_ng strategies cen create awareness. The main 
problem is that of invertor awareness and education. 
Mutual funds should soend more time and money on 
educeting d:stributcts whe in turn will impart the 


know-edge to investors. Mutual funds have to ensure 
that distributors actas genuine advisors to clients, even 












if it means at an expense of them not investing in their 
own funds. This is the responsibility that the mutual 
funds owe to the society. We have seen in the recent 


past how distributors have sold tech funds to retired 
people who look at regular and a 100 percent safe 


retum. There are few distributors who recommend 
investments after analyzing details such as age, risk- 
return profile and the investment horizon and their 
investment philosophy. 
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The general perception among investors is that 
debt funds are risk-free. The onus lies on the — 
distributors to explain the interest rate/price risk 
inherent in income and gilt funds. 


Education apart, the key to the success of any 
business lies in customer satisfaction. The number 
of schemes available, flexibility and transparency 
that mutual funds provide is seen nowhere in 
other investment products. The investor enjoys’ 
benefits like direct debit/credit for purchase and - 
sale, getting the redemption money in 24 hours. At 
any point of time an investor can know where his 
money is invested. Chequé-writing facility can be 
given so that the mutual fund investments can be 


` operated as a bank account. Also, to avoid logistic 


delays, transactions through phone and Web should 
be used extensively. 


Mutual funds in India have come a long way, but 
certainly a lot more can be done. @ 
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advice through a newsletter etc. Moreover, healthy 
competition among mutual funds will ensure that 
the industry continues to innovate new services to 
satisfy the needs of mutual funds investors better 
than ever before. 
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Over a period of time, the mutual fund industry has 
made progress in reaching a situation where investors 


are encouraged to make informed decision and the 




















——— ~ seller has to cater to this need. In fact, realizing this, 
banks and some of the distributors have started 
aRroduce nnhowatieng offering tailor made asset allocation service, bundled 
Over the years, mutual funds have been reshaping the up with other services such as tax advice and a wide 
7 i financial landscape ofinvestors, drawing in monies range of research services etc. In other words, they 
| from various segments and providing a whole new provide supermarkets that allow investors to select 
range of products with easy access to financial from a variety of schemes run by various mutual 
. 3 products. Considering the fact that the current funds. 
regulations provide ample freedom in terms of product 
designing and that mutual fund schemes have distinct iin & ycountyyall like Ey, sorit y 
objectives that characterize them, there is a room for Tiaret Fna! geai popuh 
` product innovation. While the focus of the industry ere isy a fhavetajnetwork: 
will remain on the plain vanilla products with add-ons openers Mista; api 
to tackle the changes in the economic environment, raris investments fiom al 
i the specialty products will help players in creating a adel t 
: niche for themselves. 
(Siistoiher FOA In addition, distributors have started focusing on 
. y me ally baths E tect Rareeet an prong as it eee aes to seamen their key 
new standards in providing prompt and efficient eras na RE ma Saa F oe he 
sage service to investors by taking advantage of technology. chores with ee ae as attitudes, 

: In fact, they have redefined the concept of service in perceptions and expectations. This helps in better 
hendene hpne understanding of investors’ needs and wants and 
TE understanding economic trends and their impact on eventually enables them to offer schemes to suit their needs, 
. mutual funds, disclosure of portfolio, evaluating fund Internet has emerged as an enormous investment 

performance, answering questions on specifics of research source. The information and the tools that 
- . mutual fund investing and offering information/ "used to be in the hands of professionals are now in 
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everybcdy's hands. Eavestors know more about 
investing than ever befo-e. Information is literally at 
the investor’s finger-ips and they have started using it 
tc device their inves-ment strategies and research 
produc-s. Never in the history of Indian mutual fund 
indus-ry, has the information flowed so freely as it does 
today: The distributors who are not technology savvy 
will have to act quickly and empower themselves with 
the growing power of tha Internet. 


Irformation Technclogy (IT) has an important role 
to playin marketing of mutual fund products. In fact, 
IT enables much more sophisticated data-based 
marketing, leading <o better relationship building. 
Net-besed marketing has the potential to be highly 
relevant, personalized and productive. 





(Brand Building im 
Asthe maia func industry continuesits effort to 





' achieve a consistert growth, funds with a strong brand 


will be in a better position to market their products 
compered to the ccmpetition. Corporate image would 
really matter when prospects start looking at the 
products; rank them on the basis of image, 
performance, service and costs. While there is no 
shortcut for establishinz a track record both in terms of 
fund managementas well as customer service, a strong 
brand will ensure increased awareness amorig 
investng public and that will encourage distributors to 
push the products. Mo-eover, it will take them beyond 
traditfional market: and enable them to expand 


geographical operations. Therefore, serious players will 


contiaue to do a fccused and sustained brand building 
eXeI_se. 


Diseibut iGuE Sentai: 
a Ate + BAZ. cane’ 75 
in azountry as big as India, geographically diversified 





. anddensely populatec, there is a need to have a 


network of distributors sufficiently large and varied to 
tap investments from all corners and segments. The 
mutual fund industry has already taken several ` 
initiaaves to sharpen the skills of intermediaries as alse 
find rew methods of harnessing people’s savings. To b2 
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_ successful in this mission, the industry will have to _ 


ensure that only those distributors thathave - 
conviction about mutual funds being the most 
versatile and an ideal investment vehicle for investors 
are encouraged. The registration of distributors is a 
step in the nght direction and will ensure their - 
seriousness and quality. There is a need to develop 
channels like payroll subscription and independent 
financial advisors, which have been very successful in 
the West. It is quite obvious that the mutual fund 
industry needs to adopt a twofold agenda: Train the 
existing channels and develop new channels to attain 
wider reach as also to sell specialty products, once 
proper segmentation of the mutual fund market is 
achieved. Also, the industry needs to focus on making 
the products and services accessible to investors and 
target prospects in cost-effective ways. | 


re pRucdre: ‘Ouilosk” 


A long-term approach by die mutual fund as 


- will ensure prosperity. The lack of focused effort on 


the part of the industry, as well as distributors, in the 
past to expand the retail market has not helped the 
cause of the industry. Asa result, the mobilizations 
from the wholesale segment dwarf collections from 
the.retail segment. However, investors who have got 
used to assured returns are expected to re-examine 
their strategies and seek more flexible and potentially 
higher yielding investment products like mutual funds 
than the previously favored instrument offering 
administered rate of returns. The recent cuts in the 


_ small savings rates will hasten the process. 


On its part, the industry will have to ensure a 
consistent performance to be able to win the 
confidence of investing public. In fact, apart from the 
performancé, the industry needs to work hard on 
increasing its reach, making investing more simple as 
well as improve the quality of advice to the prospects. It 
is here that entities like banks, registrars and istributors, 
who have been an integral part of the industry, will have 
to play an important rolein making this mission ~- 
successful i 
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he mutual fund industry is at a nascent stage 
and the overall industry ıs expected to grow by around 


15 percent per annum in the foreseeable future. It 
would perhaps be the only prudent investment vehicle 
for the retail investors. With the interest rates sliding by 
the day and with investors looking to new investment 
horizons to cater to their specific needs, there lies a 
huge opportunity for mutual funds. The after-sales 
service provided by many AMCs coupled with apt 
regulatory instructions from SEBI have gone a long 
way tn building confidence in the minds of the 
prospective investors. So it 1s safe to state that the 
future offers a lot of promuse for the mutual fund 
industry. 


Mutual funds are viewed on advantages like 
diversification of portfolio, safety, liquidity, rsk control 


and returns all in one package. lt offers you investment 


options across a basket of stocks which are selected 
after painstaking research and which are monitored 


By 
R Balakrishnan 
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First India Mutual Fund, Chennai 


rigorously. With the budget making most investment 
avenues less attractive, mutual funds stand to gain a 
lot by investment options like Systematic Withdrawal 


Plans, Systematic Investment Plans and Systematic 
Transfer plans. 


The mutual fund industry nad a fairy tale 2001. The 
returns in the debt segment which is a function of 
interest rates, liquidity, inflationary levels were very 
favorable leading to extraordinary returns. Debt funds 
made returns, which investors normally expect from 
investing in equities. This was mainly on the account 
of bank rate cut and aggressive CRR rate cut by RBI. 
At the same time, vulnerability to event nsks in the 
short-term led to high volatility in returns. 


Equity mutual funds had another dismal year, 
largely a fallout of the wrong methods of selling and 
the failure to link time horizon to risk and return. 
Investors who have invested into equity mutual funds 
with a time horizon of less than three years are clearly 
a disillusioned lot. The real winners would be the 
investors who have adopted the systematic investment 
route. 


High liquidity, active portfolio management based 
on a change in view of the bond market/interest rates, 
transparency ın operation, benefits gained due to 
interest rate movements and from pooled investment 
are pluses which make mutual funds advantageous 
over traditional bank deposits. Debt funds should give 
more returns than those provided by alternattve 
investment avenues in the same risk class. 
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Git funds in particular reported record 
perfor ance giving £bso-ute returns in the range of 
2C-25 zercent last year. but, long-term gilt funds have 


| pestec negative returns for the last couple of months 


which can be attributed -o stabilizing yields. Call 
mener -ates have risen from €.00-6.25 percent to 
6.50-€.75 percent. Iu the near future, the interest rates 
may nx fall significantly sc it is unlikely that any high 
gains cen be seen as -n the -ast year in this segment. 
Az the -ame time, tke ccntinued violence in Gujarat 
ar.d tke renewed oucbreak of violence in Kashmur has 


caused the usual unzertair.ty in the foreign exchange 
and boad markets. | 


Product Innovations: Emerging Trends: Product 
innovacions are happening more on the debt side 
were volumes are high and derivative linked and 
hedge junds roll-ours may happen when the 
sentiments in the equity market improve. With private 
sector Insurance companies aking off in India, we 
may s22 insurance linked products being launched 
subject to necessarystatitorv clearance. 


Insestment Strategy for Scuity as well as Debt Funds: 
Typicaly we adopt £ “Top down Model’ for asset 
allocet.on in debt schemes. Broadly the factors in that 
order are Economy; Interest Rate View; | 
Ceternination of Average Maturity; Optimum 
PortfcLo. Mix; Security. l 


Tr scheme-specific asp2cts will govern the 
se.ection of security such as: 
¢ P-incipal object-ve cf the scheme. 
e Risks inherent end the corresponding returns. _ 


° Lauidity offered by the eens: 


‘The cteditrisk, iis een ate a 
acidressed before the selec-ion of the security Andfor * 
ecuitéss, our basic investment strategy isa mix of top down 
and boom upapprocches, — 





Our SADu ae i3 ee through leet top 


qual > distribution houses and banks. In a short span, 


Invesr STOE Set Ey ic OIE 


Brief highlights on the schemes 
_ offered by our fund house 


We have launched three deae mutual fund 
products in February 2002 namely a) First India . 
Income Fund; b) First India Liquid Fund; c) First 


- India Gilt Fund. Our investment philosophy, in the 


income and gilt funds is to provide superior returns 
cver a medium to longer time-frame, with focus on 
minimizing risk to the investors whilst in the liquid 
fand the focus is to provide high liquidity along with 
reasonable returns. 


The primary investment objective of the 
income fund is to generate superior returns‘and 
achieve capital appreciation by investing in high 
quality debt instruments with low risk. The liquid | 
fund would seek to conserve principal and 
maintain high liquidity by investing in high quality 
money market and debt instruments with lowest ` 
possible risk. The gilt fund aims to provide credit 
tisk free retutns and thus provide a medium to 
long-term savings plan. All the funds provide 
taxation benefits as is presently available under 
income tax laws. Our income fund has got “AAAf” 


tating from CRISIL. 





we have tied up with all national level corporate 
distributors and regional distributors and the next step 
would be to tap the banking channel. 


We have also planned a calendar of training 
sessions for our agents so that the mutual fund selling 
is transparent, informative and ethical. 






P+) PAP a 





At First India, we are working overtime to put the best 
of services delivery systems in place. While post-sales 
services are to a large extent standardized, the real 
challenge would be in the pre-sales area and that’s 
where we would like to stand out from the herd. It is 
true that the products are getting increasingly 
commoditized and performance variance is at the best 
or worse, plus or minus one percent; what mutual 
funds need to do is to sell service rather than the 
product or price, for customers buy service more often 
than product or price. g 
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| i l he concept of mutual fund was started in India 


way back in the year 1964 with the establishment of 
the Unıt Trust of India and with the launch of Unit 64. 
scheme. But the mutual fund industry with muluple 
players came into being in the year 1987 when the 
Government of India permitted the State Bank of 
India and other nationalized banks to float their 
mutual funds. Since the mutual fund concept was new 
to India, investors were not aware of the risk associated 
with the investment in capital market. As a result, 
mutual fund companies thought it appropriate to bring 
out assured return type of schemes, a product similar to 
that of fixed deposits in banks. The risk and returns 
associated with the mutual fund products were not 
properly explained and understood by the investors. 
The schemes floated by the mutual funds during the 
initial period were perceived to be another banking 
product offered by the arms of sponsor banks. Though 
it would have helped some of the mutual funds to 
mobilize funds in the initial period, the growth of 
mutual fund industry received a severe setback. 
Mutual fund intermediaries viz., agents and distributors 
have also failed to educate the investors adequately . 
about the concept of mutual funds and the risk and 
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returns associated with investment in mutual fund 
schemes. 





Realizing the need tor investor's education, mutual 
funds have conducted several awareness programs at 
different centers in recent years. The Association of 
Mutual Funds of India (AMFI) has also conducted 
several seminars on mutual fund investment. The 
AMFI certification course for the agents and the 
distributors shall go a long way in improving the 
awareness of the investors about the mutual fund 


products and help the mutual fund industry to grow in 
a healthy way. 


The mutual fund industry has seen tremendous 
progress during the last five years with the entry of 
many foreign players. SEBI guidelines/regulations on 
mutual funds have also brought out many systematic 
changes in the functioning of the mutual funds 
especially as regards the role of trustees and periodical 
disclosures by the mutual funds. Investors’ confidence 
has also improved. This apart, many innovations in the 
product line have come in besides standardization in 
the product features and the disclosure system. 





FP ners a Ee RE LST VS 7S EE ER ND 
‘Transparency, in, Operationsag 


The success of a mutual fund depends not only on the 


skills, expertise and the delivery standards, but also on 
the level of transparency and investor communication. 
The mutual fund industry cannot wish away certain 
risks associated with its schemes and it is incumbent 
on the players to provide all relevant details to the 
investors so that the investor takes an informed 
decision. Intelligent investors should clearly 

demarcate their'investor horizons into short-, medium- 
and long-term, after careful understanding of the risk 
associated with investment and the expected return. 


i 





| Sponsóred by TATA CONSULTANCY SERVICES/E.X. PIM 


MULVA a 
Tole a ee Dm tegen Oe eae Nag ae Ta C Tor woe eg aM 
es é. : a S - U +> R i Zac E ‘ee Y F O: E F Po U N I D S 
z -2 2 E ee a ay ce ee eee ee te 


i, ; Most of the muzual funds have their own websites ° Mutual fund schemes are not similar to bank deposits. 
and contain full dis-lcs.sres about the schemes, offer e Risk and return profile of different types of mutual 
document, full porfo.io and the balance sheet details fund schemes are to be clearly understood . 
etc. Besides, montkly quarterly newsletters containing 
full Gezails about tke development and the 
perfcrmance are being mailed to individual investors. 






* Demarcation of investment horizon into short-, 
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medium- and long-term after understanding the 








; risk and the ies a return. 

The -evel cf transparency ir: their operation is very 

high and is being adhered to sincerely by most of the = 

a “Mutual funds, during the last one decade have 
; brought out several innovations in their predicts and 
Or Rrotcaiooyy are offering value added services to their investors. 
SEB, i in ESA with AMFI has brought out ' Broadly, some ofthe i important value added See 
sevezel changes in thz zegu’ations solely with-the idea that are being offered are: 
of prozecting the ir.tecest of the investor. Now the © Electronic fund transfer facility 


mutual fund industry is well regulated and the control |. e [nvestmentand repurchase facility through Internet 
systems are of internetional standards.- 
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e Added features like accident insurance cover, 
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: AMFI has initated several steps to educate the medi claim etc.. 
mutual fund inveszors to take a well-informed decision | e Holding the investmentin electronic form, doing 
about investment: ir mutual funds and the risk away with the traditional form of unit certificate 


associated with such vestments. AMFI’s certification | e Cheque writing facilities 

program f for the agercts ahd the intermediaries and | E E E drawal and desoue tellin. 
mutua_ fund empbyzes shall go a long way for the 
ordery growth of the industry. Now it has become 

` marcatory for the agents/intermediaries to pass 
AMRF1’s ceftification exam to sell the mutual fund 
products. A well-informed agent is an ambassador of : 
the mutual fund anc can kelp the fund in promoting Income schemes -57614.00 
the dusty Sana Growth schemes . 1409300 


Balanced schemes l 16886.00 


- Assets under the management of mutual funds - 
under different types of schemes as on April 2002 are 
as follows: 
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Liquid schemes 8423.00 
tho-cugh knowledge about the concept and the Giltschemes . 4303.00 
functioning of the mutual funds and can. broadly be ELSS schemes ~ DROO 
expicined as under: Oi ; 10283 1.00 
¢ The mutual fandis a vehicle to mop up small 


savings and tc read common benefits of 
investments in s:cck/debt/G-Secs market. 


Investor education emphasizes the needa to have a 





The mutual fund industry saw tremendous 
progress during thé last decade in spite of two capital 
market scams and several other problems faced by the 


° A mutual fund is a trust and is managed by - mutual funds and the investors . The assets under the 
professional fand managers for a fixed fee andis > | management of the mutual funds have more- than ` "a 
rotrunon profit sharing basis. > - © — doubled during thetast 10 years. ~*~ 
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T, he mutual fund industry has been remarkably 
resilient, over the last one decade, navigating varying 
economic conditions, the ups and downs of the 
market, and the challenges from old and new 
competitors. Today, the mutual fund industry is the 
trustee of the nation’s savings, with around Rs. 1,00,000 
crore of Assets Under Management (AUM). As 
against this the aggregate deposits of Scheduled 
Commercial Banks (SCBs) as on May 3, 2002 stood at 
Rs. 11,86,468 crore. Hence, mutual funds AUM form 
just around 10 percent of deposits of SCBs. On the 
contrary, in US, there is more money in mutual funds 
than in bank deposits. 


As evident from Table 1: Assets Under 
Management, the year 1999-2000 wimessed new 
records for the mutual fund industry with AUM 
crossing Rs. 1,00,000 crore growing by 
65 percent besides, vast majority of equity schemes 
outperforming the market. The year ended March 
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2001 witnessed extreme volatility in the market and 
the AUM declined by about 20 percent to Rs. 90,587 
crore. This is the first time in the last two decades that 
the industry has had such a decline ın the total 
AUM. The erosion tn the value of AUM is, however, 
confined only to the equity segment and this 1s 
teflective of the depressed market conditions. The 
fiscal year ending March 2002 witnessed several 
developments in the mutual fund industry. The 
AUM showed a modest growth of 11 percent to 

Rs. 1,00,594 crore as compared to negative growth in 
the previous year. The asset allocation showed a 
marked shift towards debt and government securities. 
On the performance side, while the Income Schemes 
gave competitive returns, the Equity Schemes 
remained generally depressed in line with the market 
conditions. 

The churning within the mutual fund industry is 
in full swing as evident from Table 1. It is evident that 
UTI ıs losing out to other private sector players. An 
analysis of the figures shows that during the year 2002 
while there has been an increase in AUM by around 
11 percent, UTI on the contrary has lost more than 11 
percent in AUM. Surprisingly, all other categories of 
funds have seen their AUM rise during the year with 
the biggest percentage gain coming from the private 
sector mutual funds. This category has shown arise in 
AUM by around 60 percent for the year ending 
March 2002. Meanwhile, consolidation efforts in the 
mdustry are on full swing. The consolidations are 
expected to become more common as players begin to 
realize that managing very small corpuses is not highly 
remunerative. 
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It-sevident from Table 2 that the component of Table 1 
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Assets, Under Management 
(Amount m Rs.-crore) 


of fund fees on their returns. The disclosures should be 
constructive for both investors and fund companies 
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criticism from all sides. Zven in equities, when assez 


we | downward trend sinze 1399 and this was more 
a SLNo Category Asset Under 
ues pronounced during zhe vear 2000 and 2001 and Management 
continued in 2002 too. Despite the fact that debt 1999 2000 2001 2002 
| forms the largest cor-stituent of the AUM, investors Unit Trust of India- 53320 76547 58017 51434 
a BE ie : % to Total 6774 6405 51.13 
nn a a iues Bank Sponsored 5481 7842 3333 3970 
a following the equity bloodbath. Growth (2%) 8.00 +43.08 -5750 +19.11 
a ; % to Total 6.94 3.68 3.95 
| HEsTeaau arian ayy Ola NS ETES) 13. Institutions 2811 3570 3507 4234 
a ey Ea Growth (%): 4.11 +2700 -176 +20.73 
| Inves-cts believed that the mutual funds were o to Total 316 387 421 
ae, manazed by experts anc would, therefore, provide pea Seot i ; 
: suder-ct investment perspective and judgments. The (atbtc) 6860 25046 25730 . 40956 
i ; : ; ; Growth (%) 10 02 +265.10 +273 +59.18 
aan technology sectcr meltcown has badly hit che NAVs % to Total _- 2216 2840- 4071 
ha of bott sector-speciic as well as many diversified Indian 1016 2331 3370 5177 
vi finds. The feelirg row:s that these so called experts Growth (%) 148 12943 +4457 +53.62 
(i | % to Total 2.06 3.72 5.15 
| — 7) have aztually behaved I:ke common investors as far as 
_ = toa b JV-Predominar’.y 
i = | stockpicking was concerned and have made the Indian 3040 9724 8620 15502 
ae same mistakes as the lay investor. This has led toa Growth (6) 444 4219.87 -11.35  +79.84 
Jae 7 h EA : bli ‘all % to Total 8.60 9.52 15.41 
situation where the investing public is now actually _ JV-Predominantly | 
| ijn | questicning the abi ity of fund managers to Foreign 2804 12991 13740 20277 
| im oatpercrm the market. Growth (%) 4.10 +363.30 +5.77 +47.58] . 
rt % to Total 11.50 15.17 20.16 
l. ; | There is no cebate among security analysts and Total (1+2+3+4) 68472 113005 90587 100594 
i See aie Growth (% +6504 -1984 +1105 
I | fund xanagers that diversification reduces risk. Tke To *) M AO 100 100 
ya | bone =f contention only exists on the level of Source AMFI So 
ore. | diversiication neeced ina portfolio. It means evaluate the costs they pay against the services they 
f : _ invesang across diverse businesses to ensure thateven | receive. The present fee structure is based on AUM 
_ if one or a few busir-esses fail to live up to their and is not performance-oriented. The fee based on- 
se poter:tiel, the ovzrall performance isn’t dented too performance, on the other hand, is charged by private 
| - 3 _ much. But che policies, praised for delivering during equity funds and hedge funds. Investors are becoming 
t - > > “ 2 A 
( i | tre techno.ogy bull charge, are now receiving increasingly aware of the significant, long-term effect 
f 4 


prices -cok like the7 have risen too fast, it is a good 
s time to Dock profit- by the fund managers. 


Tte mutual fund’s quarterly updates and 
compcsition of portfolio on various schemes furnished 


and put performance numbers in an appropriate 
context, serving to temper unrealistic expectations 
about fund performance. 
presently are an important source of information. 
Monatheless alongride other key information about 
the find’s operating results, including management's 
discussion of fund serformance and fund 


management fee, would allow shareholders to 





Product indvation aid. Dilférentiations E 
Worldwide, the financial sector has thrived on 
innovation. To stay competitive, mutual fund 
companies have to create and market new types of 
funds. As far as the innovative products are 
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Table 2 
Asset Allocation of Assets Under Management (%) 


S.No. Category 


Equity 

Debt 36 33 -43 

Money Market 4 11 16 

Government Secunties 2 0 0 

Total 190 100 100 
Source AMFI 


1999 2000 2001 2002 





concerned, we have already seen the launch of 
products tailored to meet the needs of investors, To 
quote some products, for instance, the Benchmark 
Asset Management Company has launched India’s 
first Exchange Traded Fund (ETF) christened as 


- Nifty BeES’. ETFs have gained popularity worldwide 


only in the past two to three years. The normal open- 
ended fund started in 1924 while ETFs were started 
only in 1993. So between the two structures there is a 
gap of nearly 70 years. The ETF Nifty BeES would be 
tracking the S&P CNX Nifty Index. The company is 
also planning to come out ina phased manner, ETFs 
linked to other indices and various sectors. - 


. The Union Budget 2002-03 holds important 
implications for mutual fund investors. The relative 
attractiveness of the dividend income received from 
mutual funds will come down in this financial year in 
view of abolition of dividend distribution tax and 
shifting the tax incidence on to the investors. 
Consequent to these changes, some mutual funds 
have come out with an alternate plan termedas ~ 
Automatic or Systematic Withdrawal Plan (AWP) for 
investors in dividend plans. Such AWPs may be more. 
tax efficient in certain cases’as the income from them 
is in the nature of capital gains and will be taxed as 
such. 


The market has already witnessed some 
innovative offerings like the floating rate income fund 
from ‘Templeton, Pioneer ITI- P/E ratio fund etc: The 
coming yeat would well prove to be exciting for 
investors as the mutual fund industry prepares for 
some ingenious product launches. Kotak Mahindra, 
forinstance, is mulling over a capital guarantees 
product. Available in many developed countries, this 
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product essentially seeks to invest in debt products but 
invests the interest accrued in derivative products 
such as options. This allows the fund to limit the 
downside risk—since capital is intact always— 
without clamping down on the upside reward. But as 
of now, according to the SEBI, mutual funds cannot 
take any fresh positions in derivatives: They are only 


- allowed to hedge their existing positions. HDFC 


mutual fund is toying with the idea of a realty fund. 
Given the liquidity constraints and issues related to 
real estate valuation, it might take some time for the 


` regulator to finalize the rules of the game. But it will 
- definitely be a boon for investors, as real estate has 


proved to be the best performing asset clause in the 
long-term. 


Asa significant development, SEBI recently 
announced guidelines for mutual funds to invest in 
foreign debt securities. This is a progressive step taken 


_ bythe Government in providing diversification in 


investment opportunities for the Indian mutual fund 
investor. To capitalize on the opportunity, Sun F&C 
Asset Management, India, has already launched a 
scheme called “fixed income securities fund” to 
provide investment options in foreign securities . 
through mutual funds. The fund ts looking at a low 
tisk strategy basically investing in triple A rated 
countries and securities. For the first time the investor 


will be able to hold dollar denominated assets by 


` buying rupee funds and effectively converting them. 


For the first time the investor can investinanumber - 
of currencies and it would benefit the investor 

because they will be diversifying the risk. It might not 
give high returns butit will give a different country 
and currency risk. 


Banks’ aggregate deposits has already crossed 
Rs. 10,00,000 crore vis-à-vis mutual funds AUM - 
which is still just at Rs. 1,00,000 crore. The softening of 
deposit rates should actually result in lots of interest in 
debt funds. Banks are at a disadvantage.in offering 


-attractive rates on deposits, as they need to maintain ~ 


the statutory reserves, capital adequacy and have to 
do priority sector lending. Besides, they also have a 
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Jery igh cost of payzical branch network. All these 


- „pointing towards inflexible zost structure for banks. 
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` Herice, debt fund: have a bright future and mutual 


TNCS still have a rg wayt to goon capitalizing on 
his opportunity. 


_ooking at de~elbped mutual fund markets, we 
see products like mo-:tgage-backed securities, which is 
now developing ir: India. We don’t have real estate 
investment trusts and precious metal funds. Normally 
peopl2 buy gold asar investment. But they can also 
sive i: t0 a fund manager and get it hedged properly. 
The new products cen also include funds across 
various precious metal. We have not seen even the tip 
of the iceberg in terms of the product ane chat can 
be available. 


$ RERNE Inndeation 


andy A 


Digcribution Strategy.: DEES 
It is vell known tFatonline trading has made it 
cheaper and easie- fcr individual investors to buy thei: 





owr =tocks. Separately managed accounts also pose a 
threet to mutual fand sales levels, as a client can oper. 
a sedarately menazed account with as little as 

Rs. 199,000. Thanks to technology, which has 
provided: better software and portfolio management 
systems, investment managers who in the pest would 
take institutior.al acccunts with a minimum of Rs. 10 


_ lakhs of higher are nore willing to take much smaller 


accounts, including -etail eccounts. Financial advisers 
increasingly are attrecting :nvestors from funds by 
offerng customized portfolios, and services over the 
[Intenet that hold out the prospect that individuals 
willbe able to crezte and manage their own portfolios 
of creete a virtualm_itual fund online, consistent with 
the investor’s r-sk tole-ance, time horizon and tax 
situations. In o-her words, technology is making mass 
cusicmization mcte feasible. The fund industry has to 
respond to these competitive pressures and rapid- 


` technological chenges. Some funds have a very stronz 


brand image, a very zood service standard and a 
24->o0ur tredercptior facility in the main centers, 
whica brings in trie liquidity, besides, no entry/exit 
load. Some funds heve also pioneered the direct 
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credit facilities in banks, whereby redemption cheques 
get directly credited to their bank accounts. 


Mutual funds normally would respond to ffs 
competitive environment with overly aggressive 
advertising. A number of funds achieved 
extraordinary triple digit returns in 1999 and 2000. Few 


‘investment professionals, including the fund managers 


who achieved these returns, believe that these 
numbers are sustainable. Advertisements that lead . 


‘investors to expect these returns are at best 


opportunistic; at most, they are misleading. 


The main categories of mutual funds investors can 
be broadly classified under, corporate clients; High Net 
Worth Individuals (HINT) and retail customers. A - 
different marketing innovation and distribution 
strategy has to be made to each category. Corporate 
clients are savvy, they know exactly what they want 
and where to invest and laborious negotiations are 
hardly required and this group swarms to debt, liquid 
and other similar funds, often speedily moving money 
in and out of funds at very short notice. With high net 
worth individuals, marketers often play the role of 
investment advisors to make them into placing their 
money with mutual funds. These individuals are big- 
ticket investors, with little time or inclination to 
manage their wealth. Besides, for both categories, the 
tax breaks provided on mutual fundinvestments - 
provide additional temptation. But retail investors’ 
remain stubbornly slow-in moving off the starting 
block. Mast Indian investors still have a fixed interest 
returns mindset. A deep-seated desire for 


` straightforward and secure returns also keeps them 


addicted to more traditional forms ofinvestments such 
as bank deposits. Unfortunately, the distribution and . 
knowledge of mutual funds has been restricted to . 
select cities. Major portion of the money poured into , 
debt comes from the three metros i.e., Mumbai, Delhi 
and Kolkata. Nearly 50 percent of equity money 
comes from these cities as well. Itis the corporate 
customers and cash-rich individuals who are the . 


_ driving force of mutual fund activity in the country 


today. While the corporate segment accounts for 40-50 
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E Regulation. 


percent of the value of business, the retail segment 
forms only around 10 percent. Indeed, beyond the 
big cities, very few households view mutual funds 
as alternative savings vehicles. Clearly, there is still 
a long way to go when it comes to winning the 
hearts and minds of retail investors. A better 
understanding of mutual funds is crucial if the: 
industry is to grow to greater heights. It also 
highlights the urgent need of training financial 
advisors on mutual funds, who can then offer 
professional advice to investors. In their attempt to 
improve customer access, fund houses apart from 
the usual national and regional distributors, 
brokers, sub-brokers and banks, are eyeing ` 
unexplored possibilities. IDBI Principal, for 
instance, has joined hands with the department of 
posts for the sale of mutual fund products through 
post offices, for the simple reason that a product 
sold at the post office carries some assurance of 
credibility, at least in the investor’s mind. 





Clearly regulators must keep up with changes in 


the industries they regulate. There is also a lesson 
here that illustrates the benefits of best practices 


_ that go beyond legal requirements. It apparently 


never dawned on the operators of the Titanic that 
the largest—and safest ship—in the world, would ever 
need to use 1ts lifeboats. As the financıal services 
industry undergoes consolidation on a global scale, and 
wrestles with the issues brought about by technology . 
and competition, the regulator will be called upon both 
to provide the flexibility needed to accommodate 
change, as well as to ensure investor protection. 
Technological changes and issues raised by increasing 
competition, and industry consolidation undoubtedly 
raise important issues for the mutual fund regulator. 





Gonċlusion - 
Global giants such as HSBC and Deutsche are 
moving beyond over the counter banking and 
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looking for newer ways to boost their business and 
decided to tap the booming retail market by starting a 
clutch of mutual funds. Standard Chartered has 
already made its presence felt after launching its asset 
management company two years ago. Today, 
Standard Chartered has Rs. 3,400 crore under 
management and has a strong presence in debt funds. 
Nevertheless, it seems the banks are convinced that 
greater growth is round the corner. The industry in 
India is a miniscule fraction of what it is in the US 
and the amount of mutual funds is only 10 percent of 
the money in bank deposits. In the US, there ts more 
money in mutual funds than in bank deposits. The 
international banks also have other reasons for starting 
the mutual funds. Profits from corporate banking are 
declining and most banks are turning towards retail 
banking. Therefore, they must offer a portfolio of 
services that will attract customers. The new players 
are also entering at a time when consolidation has 
started to take place. Though banks are entering a 
business that has a potential for growth there are 
many competitors already fighting for a share of the 
pie. l 

It is worth mentioning that the mutual fund 
industry has been able to avoid the scandals that 
have plagued some in the financial services 
industry because of its honest and fair dealings. 
Indeed, maintaining this tradition of integrity, in 
large measure, has been the mutual fund 
industry's prescription for success. In closing, the 
mutual fund industry’s success is dependent on 
research capabilities, investment according to the 
fund's stated investment objectives, accurate 
valuation of investments, and to do all that for a 
reasonable and fair fee. While the mutual fund 
industry faces new challenges, it will be old 
principles of integrity, trust and fiduciary 
obligations that will chart the course for continued 
SUCCESS. EX 
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Consolation in he rucual fund industry in the near 
future The mutual fund incustry in our view is 
fragmented, lookinz to the total sze of the business. 
Giver. zhe low corpus of some of the funds, the fee 
inconse therefrom may not te sufficient to create a 
viable operating model. Therefore, the most 
important thing for any fund would be to achieve a 
critical mass by inc-ease in business, acquisition, 
merger etc., within a reasorable time-frame. 


Trg Auture of the number of joint ventures and 
aliances that have bzen the hallmark of mutual fund 
mduso: The future as such looks bright for such 
joint ventures and alliances but subject to 
competibility between -he two partners. We have 
seen in mary cases n the manufacturing sector, thet 
in case cfalliance with global majors, the initial years 
ace quite fruitful However, after four to five years, 
differences croppec up in a few cases between the 
partnecs and tha: led to an eventual separation. 
Ther2tore, the ebiLty to work together on a long- 
term basis is the key ard octh partners need to be 
conv teed on an ongoing basis that the other ally s 
azdırg sign ficanc value te the business. 
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By 
R J Chand 


Managing Director 
SBI Mutual Fund, Mumbar 


The measures undertaken by varous fund managers 
to boost performance in spite of the falling equity markets 
and decreasmg inflows: In view of the overall falling 
trend in the equity market, the possibility of a broad 
market rally would be rather limited. In the above 
situation the fund managers are likely to concentrate 
on sectors that would be outperforming the market. 
Indian stock market has seen sectoral play wherein 
even in a stagnant market, certain sectors tend to do 
well. The fund managers would be following a “Top- 
Down” approach, wherein they would first identify 
the growth sector and thereafter pick individual 
companies within the sector. 


Changes in the structure of the schemes, wrapping up 
or consolidating some schemes or new schemes that have 
been brought mto the foray by mutual funds: Although 
there is a case for consolidating some schemes, the 
trend appears to be launching more schemes 
seemingly to attract investors with different 
preferences. There 1s a competition among the mutual 
funds to have as many schemes as possible. Since the 
industry is in its early growth cycle, this trend may 
continue for some time and get stabilized 
subsequently, 


Future of the mutual fund industry in the next two to 
three years: Overall, the future looks quite bright in 
line with economic recovery and growth. However, 
the key factor would be the continuation or otherwise 
of the different tax treatment of mutual fund 
dividend income and interest income. The mutual 
fund industry has done very well to use the present 
period to extend, reach and enlarge the asset base. 
Once the asset base ıs sizeable, economies of scale 
would be achieved bringing down the cost of 
operations and enhancing returns for investors. Ol 
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Schemes have been arranged in the descending order on the basis of their respective NAV returns (%). The returns are as on 


June 10, 2002. 


Equity Funds 


Quarterly Half-yeariy 
26.18 46.83 





S.No. Scheme Name Yearly 


59,83 











Reliance Vision 








2 JM Basic Fund {1 17} 77.54 54.69 





Pioneer ITI Pnma Fund — Growth 





518 3181 47.34 






Taurus Bonanza 
Exclusive Growth Scheme 95 






12.86 32.46 47 02 





Pioneer ITI Prima Fund — Dividend 3.95 30.23 45.58 












Reliance Growth - Growth 





20 70 37 02 40 62 






Reliance Growth ~ Dividend 21 13 36.91 40.42 








Birla IT Fund ~ Dnwidend 





0 26 19 62 38 83 





Birta IT Fund ~ Growth 0 24 19 40 38 21 








UTI Growth Sector Fund — Petro 10 77 58 96 38 14 









SBI Magnum Sector Umbrella - Contra 065 28 07 33.21 






HDFC Tax Plan 2000 — Growth 24.16 
HDFC Tax Plan 2000 - Dividend 


GIC Fortune 94 


6 35 





32 82 






5 62 20.33 31 92 














4 54 29 64 31 42 


15 Dundee Taxsaver Fund (4.37) 8.79 26,28 


15.18 24.92 





Zunch india Equity — Growth (1.12) 


Zunch India Equity — Dividend (1 12) 15 14 24 31 





18 Aliance Basic Industnes — Growth (0 47) 
(0 47) 

8 50 
(4 27) 
(4.31) 


(3 95) 


22 16 22 45 


19 Alance Basie Industries ~ Dividend 22,04 22 33 






11.88 
9.16 


SUN F&C Resurgent Indra Equity Fund 20.63 





21 ~=Prudental ICICI Tax Plan ~ Dridend 19.91 






22  Prudental [CICI Tax Plan ~ Growth 9.05 1978 






DSP ML Technology.com Fund 12 76 18.14 










Zunch India Top 200 - Dwdend (1 44) 


(2 98) 


12 43 17 04 


HDFC Growth Fund 1174 16.74 
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Debt Funds 


Quarterly Half-yearly 





S.No. Scheme Name 

PNB Debt Fund ~ Growth 
JM Income — Growth 
JM Income - Bonus 
Bida MIP — Growth 
Bila MIP — Payment 


Zurich India 
High Interest Fund — Growth 


Yearly 













1 26 
1 84 
1.84 


542 
5 99 
5.99 


OH cn te Ww BS 






Canago 



















Pioneer IT! 
income Builder Account — Growth 


DSP ML Bond Fund - Growth 
Alliance income Fund — Growth 
KM K Bond Wholesale - Growth 
Alliance income Fund - MEB - Growth 
Alliance Income Fund - 54EA - Growth 
IDBI-PRINCIPAL Income Fund - Growth 
SUN F&C Money Value Bond - Growth 
PNB Debt Fund - Dwidend 
HDFC Income Fund - Growth 
Birla Income Plus — Growth 
KM K Bond Depost ~ Growth 
Pioneer ITI Children Asset Education Plan 


Pioneer ITI 
Children Asset Gift Plan — Dividend 
















Pioneer ITI 
Chikiren Asset Gift Plan ~ Growth 


UT! Mahila Unit Scheme 
IL&FS Bond Fund — Growth 
SB! Magnum Income - Growth 
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Tata Gilt Secunties Fund — Growth 

KM K Sit (Senal) 2013 — Growth 

DSP ML G Sec Plan A ' 

-ong Duraton — (G) 

Templeton GSF - Grovtr 

3ra GPLT — Growth 

Zurich India 
Sovereign Gilt - Provider Plan — Growth 
KM K Git 98 - investmen: Plan — Growth 
KM <£ Gilt (Senal) 2013 — Dividend 

SBI Magnum Git LTP - Srowth 
Prudential ICICI G It Inveztment - Growth. 
JM G Sec ~ Provident Fond 

Chola Git. Investrrent ~ Srowth 

DSP ML G 58c Fund Fim A 

Long Durabon — (C} 

Aliance Govt. Secuntes Fund 

LT — Growth 

KM K Git (Serial) 2011 — Growth 

Tata Git Sezurttes Furd ~ Dividend 

LIC G Sec Fund - Geah 

Dundee Sovereign Trust— Growth 
Zurich India 

Soveraign Gat - Provident Plan — Drv 

JM G Sec Regular Plan — Growth 
Tempeton GSF — Divicend 

Bria GPLT ~ Dmdend 


Prudential ICICI 
Gilt investment — Dridard 


Cargit PGS — Growth 
Biia GPI Plan — Growh 


Soco: www. mutuaifundsins’3 com 
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. Scheme Name Quarterly 
Canpremium (RC} 9.90 
Zunch inde Prudance Fund — Growth 1.04 
Zurich india Prudance Fund - Dividend 094 
JM Balanced — Growth 0.43 
Escorts Ba‘anced Fund — Growth S321 
UT} US 95 - Dividend — 259 
Dundee Balances Furd =i, 
Escorts Ba anced Fund — Dividend 160 
Franklin India Ba anced Fund~ Growth -070 
UT: US 95 - Growth ST’ 
HDFC Childrens Sift Fuad - Saving Plan 2.18 
HDFC Chidrens SM Fuxi 
— Investment Phan —2 83 


Half-yearly 
8 98 
41.58 
1152 
6.82 
13.02 
9.50 
7.11 
11 26 
6.85 
10.41 
4.63 


465 


Y 


Yearly 
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JM Basic Fund 

Biia IT Fund ~ Dividend 

Birla IT Fund — Growth 

UTI Growth Sector Fund ~ Petro 


SB] Magnum Sector Umbrella — Contra > 


Alliance Basic Industnes ~ Growth 
Alkance Basic Industries ~ Dividend 
DSP ML Technology com Fund 
Birla MNC Fund - Growth 

Birla MNC Fund -~ Daidend 


UT! Growth Sector Fund - 
Pharma and Healthcare 


Ploneer IT] Pharma Fund 


m e a 


a ~ . Sector Specific Funds 


S.No. Scheme Name - Quarterly Half-yearly Yearly 


147 
0 26 
024 

10.77 
0.65 


-0 47 


-047 
-3.95 
-4.22 
-1.19 


-1 28 
-0.72 


UTI Growth Sector Fund ~ Brand Value ~-10 48 


Algance Buy Indra Fund ~ Dividend 
Alliance Buy India Fund — Growth 
Prudential ICICI Power 

SBI Magnum Sector Umbrella - Pharma 
Pioneer ITI FMCG Fund 

Tafa Select Sector Fund 

Prudential ICIC) FMCG ~= Dividend . 
Predental ICICI FMCG — Growth 

IL&FS eCom Fund — 

Chola Freedom Technology — Dividend 


Chola Freedom Technology - Cumulatwe ~2.25 | 
Tata Life Sciences and Technology Fund —6 83 


393 
3 93 
1 21 
3.30 
~4.14 
-7.18 
-4.83 
-4,87 
-525 
~2.03 


Balanced Funds l 
Yearly S.No. Scheme Name - Quarterly 
- 24,93 13 Franklin India Balanced Fund - Dividend -0.93 
24.29 14 Pioneer ITI Balanced Fund | -3.38 
24.21 15 Sundaram Balanced Fund . 0.39 
1914 16 Centnple + l -2.88 
18.45 17, KM K Balance ~ Growth -1.23 
18.32 18 KMK Balance — Dividend ~1,23 
18.27 19 Alianca 95 - Growth -2.76 
16.60 20 UTI CCCF-93 0.00 
16.22 214 Pioneer ITI Pension Plan ~ Growth -1.13 
14.38 22 Pioneer ITI Vista Fund — Growth "020 
-14,11 23 Ploneer ITI Vista Fund - Dividend 0 00 
24 HDFC Balanced Fund — Didend -5.78 
13.98 25 HDFC Balanced Fund — Growth -5.78 


7754 ` 5469 
1962 38.83 
19.40 38.21 
5896 38.11 
28.07 32A 
22.16 22.45 
2204 2233 
12.76 © 18.14 
985 1568 
964 15.49 
326 13.16 
6.51 12.14 
-4.37 1145 
332 1061 
3.32 10.61 
10.44 9.30 
229 7.65 
-321 7.16 
804 6.26 
5.29 ~ 206 
529 2.01 
066 0.65 
432 034 
414 0.22 
193 f 


Half-yearly 
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Yearly 
621 ` 13.70 
958 1303 
779 1088 
169 976 
444 Q.At 
444 - 941 
585 9.10 
464 ` 8.57 
384 826 
2.66 816 
277 812 
3.55. 7.72 
355 


7.72 
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Since 1919, we’ve been 
mixing business with pleasure. 


The business of your financial security. 
The pleasure of serving your 
every financial requirement. 


You are, Therefore, your Bank is An objective that has been evolving since 11* November 1919. To innovate and transform 
Banking into a vibrant enterprise. Where customer focus is the benchmark. To create a banking order that resonates with your 
diverse financial requirements Be if corporate or retail banking, you are not a mere account number but a prestigious 
Union Bank of India member We rededicate ourselves to reinforce customer focus and personalize our proactive service. To excel 


ina technology driven environment. To emerge as a true Corporate Citizen. To reward our stakeholders, our employees, our 
associates and you our cusiomer. Bank on us Bank with us 


gyfran aes sites gfs Union Bank of India 


AS HH Aes Aas Good people to bank with 


www.unionbankofindia.com 
- Personal Loans - Housing Loans + Car Loans - Educational Loans + Loans to Doctors - Deposits to suit all needs 


@ |MAGEADSD UBI/4277/3/2002 


Is managing your 
investments becoming 


a headache? 


Get the E.X. Personal Investment Manager - The only portfolio 
manager with an integrated accounting module. 





The E.X. Personal Investment Manager helps you 
¢ Track your Investments from start to finish 

¢ Download latest market rates 

e Creaze price alerts for highs & lows 


e Set raminders for Personal loans and 
Recurring investments 


) e Generate Capital Gains as per provisions of 
erona | i erate Tax Act 1961 | 
e Set alerts for Insurance policy payments, 
INVESTMENT Income and Maturity dates 
MANAGER Take th2 inzelligent Investment decision. 
Buy the E.X. Personal Investment Manager now! 


Only fo- Rs.5550%-5 TCS. Beyond the obvious.™ 


*L_ocal taxes extra. 


- o TCS 


TATA CONSULTANCY SERVICES E>< 


For mere informuation contact Tata Consultancy Serzices:Ahamdabad: Mr Amit Kapur 6586599/9 1/92, 6584612, Fax. 6578269, Email*ex@mumbai.tcs cain Bangalore: Mr Neeraj 

Kuma 2207518, 2388300 ext 1515, Fax 2250108 Chandigarh: Mr Abhineesh 609821 / 22,Ema] ex€numbai tes coin Chennal: Mr Chandramohan 8110165, 8114181, 8115712 / 

3335 7 £847, Fax 81°7225 Colmbaro-e: Mr Prabhanand 546258 Fax 546304,Email ex@mumbal te- co in Hyderabad: Mr Sujit Chitale 6787980 ext. 1030 / 1027,6784906 Jamshedpur: 

Mr. Ari tava Bhattacharya 437527. 436413 / 14 Ko kata- Mr Skivay! Basu 2885612 , 2886865 / =866/87C7, Fax 2885530, Emall. ex@mumbai.tcs co in Lucknow: Mr Abhinav Mishra 

237513 / 237790, fex. 237445. Mural Ms Kalpana 8. 82218/19,6725847,8782046, 8776521 Fax33777¢4 New Delhi: Mr Vikas Aggarwal 3310480, 335161 1,3715540/1, Fax 3715542 
£ Fax 6123713 
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CASE STUDY 


Nissan Motors 


Guided by the gaijin 


The worst seems to be over for Nissan Motors. Led by gaijin — outsider — Carlos Ghosn, Nissan Motors has put an end to its string 
of loss making years and is stepping firmly towards sustained profitability. The turnaround of Nissan has been achieved in a 
remarkably short period of time but the challenge now is to sustain the upside. 


ow much time does ıt take to 

turnaround a _ terminal 

organization and put it back on 
track? Carlos Ghosn, the highly 
influential and successful CEO of Nissan 
Motors would probably say ‘less than 
three years’. That 1s exactly the tme he 
took to turnaround Nissan Motors, an 
ailing Japanese carmaker burdened with 
$19 bn debt in 1999. For a company that 
had spent a good part of the decade of 
1990s in the red, bouncing back 
towards an optimustic future 1s a great 
achievement. And the person who 
deserves all the credit for this is Carlos 
Ghosn, the turnaround expert of 
Renault. 

The seeds of Nissan’s successful 
turnaround were sown when Renault, 
the French carmaker bought a 37 percent 
stake in Nissan in 1999 By then, Nissan 
had been scouting for suitable partners 
for some time and had ‘also approached 
DaumlerChrysler and Ford 
who did not show any 
interest. Renault, a 
company much smaller 
than Nissan, came to its 
rescue by purchasing 36.8 
percent stake in Nissan for 
$5.4 bn. Many feared that 
the sum was huge enough 
to ruin Renault 1f the rescue 
bid flounders. But Ghosn’s 
stint at Nissan proved the 
fears baseless. Nissan 
expects to report a 
consolidated operating 
profit of 490 bn yen (US $3.92 bn, €4.50 
bn) and a consolidated net profit after tax 
of 372 bn yen (US$ 2.97 bn, €3.42 bn) for 
the year ended March 2002. 


Nissan in the 1990s 


The problems in Nissan were an 
intricately woven web. Dull, unexciting 
and ageing models, mountains of debt, 
large number of plants, and large number 
of workers The moves initiated by 


Problem areas 
identified by Ghosn at 
Nissan included lack of 
profit orientation and 


not enough focus on 
customers 
among others 





Ghosn were not magic portions but 
strategies known to have worked the 
world over. As he himself admits it was 
management craft coupled with objective 
assessment. But what he brought into 
Nissan was the initiative to take those 
measures. People at Nissan knew what 
was to be done but what was lacking was 
a firm hand that would push the button. 

By the time Renault came into the 
picture in 1999, Nissan had been making 
losses since 1992 with the exception of one 
year, 1996. Its total domestic market 
share fell down from 17.4 percent to 13.3 
percent at the end of first half of 1999; its 
global market share came down from 5.8 

cent in 1988 to 4.9 percent in 1999 and 
its net indebtedness was more than 2.1 tn 
yen. Soon after ıt had bought the stake in 
Nissan, Renault sent a team headed by 
Ghosn to turnaround the fortunes of 
ailing Nissan. Within months of 
association with Nissan, the team 
objectively studied the 
company and identified the 
core problem areas of 
Nissan as well as the strong 
upside that would pull 
Nissan out of the mire. A 
thorough diagnosis of 
Nissan revealed the 
following major problem 
areas, all of which had to do 
with the mindset and 
attitude that spreads across 
the company. Lack of profit 
orientation, not enough 
focus on customers, lack of 
cross-functional, cross-border, intra- 
hierarchical lines of work, lack of a sense 
of urgency and finally no shared vision or 
common long-term plan. The biggest 
challenge for the team from Renault and 
Ghosn was to overcome these mental 
blocks. 

Some of these problems stemmed 
from the age-old heritage of Japanese 
business culture. Philippe Lasserre, 
Professor of Strategy and Asian Business, 
Insead Graduate Business School, 
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Singapore comments, “The problem 1s - 
the corporate culture of the firm that 1s 
also illustrated in other Japanese firms: 
Plethora of suppliers with ties difficult to 
untangle, semonty-based system. A state 
of ‘satisfactory underperformance’ until 
the financial crisis.“ Seniority-based 
promotions left little motivation to 
perform in the employees, decisions were 
taken by the few at top and the rest of the 
workforce including middle management 
had no role whatsoever to play in the 
decision-making process. The convoluted 
network of keiretsu cross shareholders 
brought together many stakeholders 
who are essentially other companies 
facing similar dilemmas. One big 
disadvantage of this is that there ıs an 
unwritten, unexpressed unwillingness to 
push for painful cuts due to the fear that 
they would get the same treatment. In the 
case of Nissan there was multphaty of 
plants as well as platforms and the 
capacity utilization was much lesser than 
the industry standards. 

Ghosn and his team also identified the 
upside of Nissan that would act as dnvers 
to place Nissan in the top league once 
more and would dictate the direction of 
the revival strategy. Nissan had a number 
of strategic and technological advantages 
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such as international presence and rez ch, 
a world leading manufacturing system, 
leading edge in selecte technolag-cal 
fields along with the team: from Renault. 


Reviving Nissan 

After a thorough study or Nissan, Ghosn 
came up with the revival plan, the Nissan 
Rev.val Plan (NEP), an ambiticus 
straz2gy to bring back Nissar into 
prefitability. Commerting about :he 
NRP, Lasserre, okserves, “The 
turnaround strategy wes SURVIVAL. 
When Ghosn came wizh the Nissan 
Revival Plan, the compar was realy sick 
and technically bankrupt:” The p.an 
promises included achieving profitabiLty, 
reducing debt, -atiznalizing the 
workforce, the numbe: of plants and 
platforms, what not The NRP involved 
direct participation of 260 people from 
Japan, USA and Europ2. In total 2,000 
ideas were assessed and 400 proposals 
were submitted to Execuive Commuttee 
on which the Board of Directors mad2 a 
final decision in Octaber 1999. The NRP 
set specific targets such es returning to 
profitability by FY 200. achieving or 
exceeding the operating margin of 4.5 
percent by FY02 and reducing the net 
consolidated debt to less than 700 bn y en 
by F (02. In the NRP. ther2 was no room 
left for any kind of dott either in the 
targets to be achieved or in the process in 
whica they were to be achieved. 

s ¿Ghosn r.oticed that tre Japanese were 
very good ın their function 
but when they were put 
into Cross-Funchoreél 
Tearns (CFT), the team did 
not do well. In orcéer-to 
break the ice the whole cf 
NRP has been implemened 
through CFTs. In total nine 
cross-functional teams were 
constituted, each devetec to 
one of tne following 
business areas: Business 
Development, Marketing} 
and Sales. Purchasir¢; 
, Mannfactunng, Financiél a 
R&D Product Phasing Oui, Organization 
and Cecision-making process. It is these 
cross-functional teams tha: have brought 
about most of the changes ir g 
organization. 

Tae secret of achieving tae 
turnaround within a short span o7 two 
years -s that- Ghosn tzok steps to contol 
cash drain az all the possibl2 points. It was 
not a phased revival butz well plannad 
plugging in all of the poss#ble lzaks. Says 
Gordan Wangers, Presider-t, AMCI ‘a car 
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The secet of achieving 
the turnaround within 
a skort span of two 
years is that Ghosn 


took steps to control 
cash drain at all the 
_ possible points 





testing and evaluating agency based in 
USA), “Cut costs, focus on vehicles that 
have consumer appeal, not projects by 
engineers, for engineers; umprove the 
dealer body.” All the problem areas were 
addressed simultaneously; capacity 
utilization, retrenchment, launching new 
models, shutting down plarts, repaying 
debt, transforming purchasing practices. 
The result—NRP targets were achieved a 
ull year ahead. And ın Fıs May 9th 
presentation this year Ghcsn proudly 
announced that Nissan had been revived 
and was on its way to become a great 
company. In FY01, Nissan made a profit 
of 331.1 bn yen with a consolidated 
operating margin of 7.9 percent way 
above its target of 4.5 percent. The net 
automotive debt at the end of FY01 is-at 
435 bn yen, again much bz2low its set 
target of 700 bn yen. 


Tightening the noose 

The period between 1999 and 2002 has 
been that of great significance for Nissan. 
Life for and at Nissan has i.ncergone a 
thorough overhaul on all aspects for the 
better. Lasserre identifies “leadership 
(Ghosn), commitment (to resign 1f 
objectives not achieved), teamwork 
(cross-functional teams and cross- 


companies teams), effective communication ` 


and clear goals” as the key: drivers for 
INissan’s success. | 
Ghosn’s reputation as ‘Le cost killer’ 


was only crystalized with the strategy he © 


adopted at Nissan. Cost- 
cutting measures of Nissan 
have contributed greatly to 
the improvec profits of 
Nissan. The single most 
important contributor was 
savings in purchasing 
costs. Both durimg 2000 and 
2001 savings in purchasing 
costs have con:ributed 
greatly to the improvement 
in the operatin2 margin of 
the company. For years 
- now, the Japanese system 
of keiretsu has been the backbone of 
numerous business relationships and 
partnerships. At the same time its 
usefulness was never fully established. 
Through a series ‘I scratch your back, you 
scratch mine’ type relationships, there 
were a number of cross-holdings in 
Japan. This necessarily meant mass 
weaknesses across the system with 
robody willing to break the chain. 
Before Ghosn entered Nissan, 
purchasing was through :ts ketretsu 
partners and the costs were exorbitant. 


Each supplier was assigned a shukotan, 
Nissan’s term for a relationship manager. 
It was the shukotan, who negotiated the 
deal with the supplier and favors got in 
way of getting the best deal for the 
company. Ghosn decided to break the 
chain and the process of procurement in 
Nissan went in for a thorough overhaul. 
To the dismay of many of 1ts suppliers 
who were getting complacent in a cozy 
and secure relationship with Nissan, the 
company started inviting global bids 
from suppliers. And the order would go 
to the supplier who would deliver a part 
faster and cheaper even if it were a 
European concern. This move pushed 
suppliers to give the best deal if they were 
to win Nissan’s.contract and also forced 
them to be more efficient to meet the 
global standards. Thus in molding itself 
Nissan has had a definite positive influence 
on theancillary ndustnes in Japan. 

For Nissan, its cost reductions in 
purchasing costs are in tune or better than 
the targets under NRP. Purchasing costs. 
have come down by 20 percent from 
pre-NRP levels. The total number of parts 
suppliers with whom Nissan deals has 
also come down by 40 percent to 700 
from the pre-NRP figure of 1,145. The 
number of service suppliers who transact 
with Nissan have also come down by 70 
percent. Nissan’s cross-functional team of 
300 engineers and purchasing controllers 
work with vendors on cost-saving ideas, 
which brought about a third of the total 
cost reductions. The team has received 
around 50,000 cost-cutting proposals 
from vendors. 

‘Nissan also initiated rationalization of 
the distribution network in Japan. A total 
of 355 unprofitable and overlapping 
outlets, which accounted for more than 10 
percent of the total points of sale in 1999 
were closed down. The number of 
wholly-owned subsidiary dealers in 
Japan too were reduced by 20 percent toa 
total of 80 through merging of selective 
subsidiary dealers for more efficiency, by 
selling others to independent dealers or 
by management buyouts. 


Closing the shutters 

Nissan moved swiftly in severing 
non-core assets. This move not only 
brought in the necessary cash but also 
helped the company focus on its core 
activity of carmaking. Sale óf non-core 
businesses has generated a total of more 
than 530 mn yen in cash in two years. The 
funds were mainly used to retire debt. 
The main non-core spin-offs include 
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former aerospace division, plastic fuel 
tanks and velocity joints etc. Major names 
include Ikeda Bussan to Johnson 
Controls, Ichikoh to Valeo, Yorozu to 
Tower, Vantec to 3i etc. The entire 
portfolio of- marketable securities in Japan 
too was sold out. 

Another area of chronic concern for 
Nissan was the sheer number and variety 
of its platforms and the multiplicity of its 
plants. Before the allrance with Renault, 
Nissan operated at 51 percent of capacity 
much lesser than the 70 percent, which 1s 
generally considered as the break-even 
point for auto plants. Not that the 
management did not realize this but the 
problem was that they did not dare to 
consider the option of closing down 
plants given the overriding societal 
concerns. But Ghosn would have none of 
ttus. In what might seem a brutal move 
for some, he went ahead and closed down 
five plants in manufacturing. The number 
of platforms too has been simplified. 
From a situation where seven plants 
produced cars based on 24 platforms at 
the beginning of the NRP, Nissan has 
moved to a stage where four plants in 
Japan produce cars based on 15 
platforms. The execution of the plan was 
exemplary and at the end of the day there 
was no stoppage of production suffered 
by Nissan due to the transfer of people, 
equipmentand machinery. 

The opposition was 
strong. Managers at 








Ghosn brought with 


Managing manpower 

Cutting down the workforce was yet 
another important measure undertaken 
by Nissan. Many Japanese companies are 
burdened with more employees than 
was needed as the social system in Japan 
does not encourage retrenchments. 
There is an underlying understanding 
that big companies have a social 
responsibility in retaining the workforce. 
The fear of damaging their brand mage 
has thus forced many a Japanese 
corporate major to carry on with the 
mammoth workforce. However, Ghosn 
moved swiftly and cut down the 
workforce to 125,100 from 148,000 in US. 
The reduction surpassed NRP’s target of 
127,000. Most of the retrenchment came 


-with the spin-off of non-core businesses, 


increase in part-time and flextime 
employees, voluntary refrement and 
natural attriton. Analysts comment that 
this retrenchment was possible only 
because of the alliance with Renault. 
Nissan had to face some political 
hindrances in umplementing this decision 
but stood firm. 

Ghosn brought with him the ruthless 
business sense and an objective 
management: craft to replace the 
relationship dominated business 
processes of Japan. He installed 
orientation towards profit in 
the annals of Japanese 


, industry. Gh ticed 

various Nissan affliates| him the ruthless | hat the seniority based 
‘could not think of closing 

DS many a business sense and an e ae ee 

ut Ghosn was not to ; 

let down. He preached objective management aa ae 

_ utilizing the plant at craft to replace the ales Peat a 

well. as. beng| relationship dominated | best. Employees knew when 

geographically close to| business processes of reas ae rad were 





the market so as .o reduce 
the exposure to foreign 
exchange fluctuations. 

Nissan closed its plant ın Musashi 
Murayama, a Tokyo suburb. Most of the 
workers were offered jobs at other 
factories. Convincing the unions that 
closing down plants, though painful was 
in the interests of the workers and 
demanded some concessions by Ghosn. 
Ghosn accepted the union’s demand to 
pay a one-time bonus worth 5 2 months’ 
pay in the ‘shunto’—the labor 
os a el throughout Japan just 
before the closing down of plants was 
initiated. After the closure Nisssan’s 
capacity’ utilization improved 
dramatically te 75 percent from its 
erstwhile 51 percent. 


Japan 


performance had nothing to 
do with it. Ghosn sought to 
change this system once the company got 
back into profitability. As a result, 
Nissan’s employees received bonus that 
ranged anywhere between 3 to 15 
percent of their year’s salary. For the first 
time people working at Nissan knew ıt 
pays to perform and come to see’a 
noticeable gap between the good and bad 
performers. 

There were many things that were to 
change under the aegis of Ghosn. Japan’s 
strictly hierarchical set of management 
had to make way to younger and more 
reform-oriented generation. Young 
meant those 35-year-olds or 45-year-olds 
as against the 60-year-olds who were 


the Nissan Revival Plan, the 
company was really sick and 
technically bankrupt.” 


Philippe Lasserre, 

Professor of Strategy and 

l Asian Business, 
-Insead Graduate Business School, 
Singapore 





always the decision-making hubs in 
Japanese business. Even in the formation 
of the famous CFTs, members were not 
selected based on their seniority but on 
their fervor for reform. The promotion 
and recruitment processes at Nissan 
underwent a dramatic transformation 
under Ghosn 

In a stark contrast from the traditional 
Japanese promotion system, which 
weighs heavily towards seniority, Nissan 
today handpicks promising managers. 
Each month, Ghosn holds a meeting with 
Nissan’s six executive vice-presidents, 
one overseas representative and senior 
vice-president for human resources. 
During the course of this meeting the 
officers nominate promising managers 
who are younger than 45. The managers 
thus chosen each month get priority 
promotions and training. Thus, formally 
grooming future leaders and managers 
for the company. The recruitment 
process too has undergone changes. For 
the first time in 2002, the number of 
outside mid-career hires are more than 
college recruits. While the number of 
mid-career managers is 400, college 
recruits are only 280. In spite of the 
antagonism this generates in the ranks, 
Nissan today believes that ıt has httle 
choice in recruiting middle managers 
from outside. 


Uplifting the fortunes 
“There is no problem in a car company that 
good products could not solve. ” 
— Carlos Ghosn 
Those words echo an undeniable 
truth ın the auto industry. Nissan’s 
turnaround only emphasizes the magic of 
new brands in boosting the bottom line of 
an automobile company. One of the 
chronic problems of Nissan was that it 
was not selling the products preferred by 
younger generation and as such its 


s 73 


NISSAN MOTORS 


showrooms attracted very few “vasitors. 
‘This would seem ironic about a company, 
- which in the 1970s was noted foris hot, 


. racing cars ‘and, exlusive design and 


stylir.2 besidés reliabl2 performance. 
. Nissan’s share in its Fcme.market of 

Japan too fell sharply fror. 33.7 percent in 
, 1972 to 17.8 percent by 20. 

In order to tackle the problem Ghosn 


wooe2 master designer Shiro Nakemura’ 


from. rival Japarese firm, Isuzu. 
Nakamura’s claim to ‘ame wes his 
Vehicross, Isuzu’s SUV-car hybrid. His 


job. . Nissan is rath2- challenging: 


beca.tse Nissan has lined-up around 28 
models for launch between 2002 and 
2004 A car 1s a statementcf style and little 
wonder then that Nissan is using all the 
means available to it to improve on the 
style aspects of its cars. During the year 
2001, it was a series cf new product 
laun=1es that helped Nissan make profits 
and in fact increase its market share in 
some geographical regions in spite of the 
all-rervading slowdcwn. In Japan, 
Nissact’s new car, Marck, has positioned 
itself Ermly as the preferred entry-level 
car attracting buyers from >fher brands too. 
In. America too, Missan’s new Altima, 

reposttioned in terms of size, power, 
stylmg and overall performance has 
become a smashing hit. The new model 
was named North American Car of the 
Year, a first for any Japenese brand in 


January 2002. In the next month, the car 


was <lso awarded Canecian Car of the 
Year, thus establishing the brand of 
Nissar. firmly in the US. Altma suddenly 
raised Nissan’s attractiveness and the 


num-er of visitors who came to Nissan’s: 


- showrooms increased. Not only that, 
there was an increase in te sales of other 
Nissan models such es Maxima and 
Sentra by 9 percent and 14.3 percent 
respectively. In addition to ceveloping 
new models and desigrs, Nissan has 
spreac its wings acrcss the globe. Prior to 
the MRP. the dominant markets for 
Nissar. were US and Japen but by 2002, 
othe countries nave contributed to more 
than 10 percent of its overseas sales. 


Ghasn: The man, the mission, 
the alliance i : 


Ghosn had a reputation of a turnaround- 


expect for his stint at tire-maker Michelin 
and later Renaultin Europe: Bu-zhis stint at 
Nissan has, been exemplary. When he 
* came to Japan, he wes considered a gaijin, 
` the Japanese word for oucsiders and there 
was severe resistance, brt today he is one 
of tre most respected Susinessmen in 


Japan. In fact he1s so admr-ed that there is 
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a. proposal to start z a ccmic series about . 
ain, which is; agreat ety ina | 
country where people of 

zead comics. fae bs Lasserre maintains . 


age groups 


shat his role is absolutely central to 
N: ssan’s turnaround. He further 
otserves, that Ghosn is resolute but 
culturally-sensitive, action-oriented, 


communicator ‘say-what you think and - 


do what you say’ person. Gordon 
Wangers, supports this argum 
hesays, “Ghosn i is clearly the lading CEOm 
the automotive i 

There are, however, people who are 


quick to point out that what Ghosn did at _ 


Nissan was nothing remarkable but what 
any sensible CEO would have done. 
However, they ‘claim that his being a 
foreigner made his work easier and the 
resistance lesser. The real challenge for 
Ghosn some predict will be to stabilize the 
early success of Nissan. He has only one 
predecessor in the auto industry, Lee 
sacocca, who turned around ee 


(orp with the same vigor. 


e success of Nissan and Renault 
offers important lessons to many a 
merged entity, given the rate of failure in 
auto companies’.combinaticns. The auto 
industry ın the 1990s has been the stage of 
several mega mergers and alliances but 
not one has had the success of Renault 
and Nissan. Wangers opines that the 
Nissan-Renault alliance is “An 
ur.expected success, Lesson is: Put a 
pewerful leader in charg2 and don’t 


meddle. Let him work with existing 


management to straighten out the mess.’ 

Renault sent Ghosn and left him to 
implement all the strategies he had 
wanted to without any interference. In 
fact at one stage, Renault admitted that if 
it were not for the confidence of.Ghosn it 
would never have bought a stake in 


‘Nissan in the first place. 


- This alliance stands apart from others 


nat only for its success but also for the 


way it was structured. Renault bought 37 
percent stake and later on raised it to 44 
percent, Nissan had the right to buy 15 
percent stake in Renault, which it has 
exercised already.No brands were wiped 
away, there was no forced integration of 
the companies, and no culzure clashes. 


Lasserre points out that Nissan-Renault’s - 


success was because of -heir “good 
strategic fit, good complementarity, good 
pre-identification. of syrergies and 
mutual respect and trust.” At the very 
beginning: both the companies had 
decided to retain their distinct identities 
while bringing about the synergies in the 
deal. Renault pumped in funds’ that 
brought life back at Nissan as well as 


ant when . 


speed and synergies from 


` 04.'The com 


‘geographical 
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“Renault-Nissan alliance is an 
- unexpected success. Lesson is: 
‘Put a powerful leader in charge 
and don't meddle. Let him work 
a? 
=a 
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. Gordon Wangers, 
President, 
AMCI 


brought in the cost-cutting strategies to 


Nissan. Today, Nissan is paying back in 
terms of the design and styling aspects for 
Renault cars. 


Future perfect? 
“Through NRP, we transformed a struggling 
company into a good company; through 


Nissan 180,.we will transform a good 


company into a.great company.” 
-~ Carlos Ghosn 

Nissan 180 is yet another ambitious 
plan that bears the kof Ghosn and 
which began on April 1, 2002. The plan 
itself i is based on four pillars: Higher 
revenue, lesser costs, more ka lity and 
e alliance 

with ult. The number ‘1’ in the plan 
represents Nissan’s, intention to -sell 
additional 1 million units by the end of FY 
any aims to achieve this 
target with the blitz of new products; 
there are,28 of them slated for the next 
three years. Its plans include both 
‘and segment-wise — 
expansion to support this projected 
growth. The ‘8’ represents the net profit 
margin that Nissan wants'to achieve. The 
‘0’ represents the amount of net 
automotive debt-that it wants to carry in 


- its balance sheet. All the three goals seem 


plausible given the performange of 
Nissan in the last three years. At least in 
terms-of achieving the profit margin and 
reducing the debt burden Nissan is well 
ahead on its way even in the year 2002. 
Wangers, maintains, “It seems a little 
ambitious to me; but why not, given how 


‘quickly their Revival Plan was executed.” 


In hindsight all the measures adopted by 
Nissan might seem to be sheer common 
sense but ıt needed an outsider, gaijin, Ghosn 
and it needed a Renault to support him. m. 
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The e-brokers in 2001 Itved the year running expensive platforms, anticipating Fed ratecuts, navigating in a weakening 
econo:ny and recovering from events that literally rocked the world. The volatility in the stock market has fundamentally altered 
the dynamics of the online brokerage industry. Mirroring the dotcom shakeout, the Internet brokerage sector is heading for a 


shake ut ofits own. 


ith the end of the bull marketin 

early 2001, the énormous 

' growth of online trad_ng, 
particularly Internet-based tradinz cf 
stocke and mutual funds which were 
spurred by the incredibl2 bull market, 
dramatically slowed and then declined. A 
survey of leading full-service and 
discount orline brokerage firms by 
Deloitte & Touche reveab that average 
achvity in online accounts nas declined 42 


percent in 2001 as investors adopted a 


more conservative approach to the:r 
portfclios because of market volatility. 
With che economy slowing down, and 
retail nvestors turning cautious, orlire 
broke:s are reassessing their business 
strategies. The bear marxet has dr.ven 
ormine securities firms to change the r 
business focus from generating trading 
volume to capturing longer-term 
investors. Today, onlinceonly broxers 
such as E*Trade, Ameritrade and 
WebStreet Securihes, that previously 
stressed on discount stock trading, have 
started offering a wide array of produc: 
and services ranging from mutual fund 


“supermarkets to cash management 


accounts to bonds and anruities. 


E-trading — A flashback 

The rcots of e-trading can 2e traced to the 
develzpment of propriztary account 
access and tading software by Fidelity 
Investments, the mutual fund juggernaut 
and discount broker, in the late 1980s. 
This was soon followed by Charles 
Schw<b’s Street Smart software, based cn 
a Wordows operating platform, which 
helpe= to increase the popularity of 
electronic account access and tracin3. 
Disco.int brokers, with cheir lean and 
no-frill operations.set the trend. Onlire 
tradirg acted as a catalyst to further 


. reduce costs and improve efficiency. The 


rapid rise of the Internet and 
e-commierce, expanded the market reach 


76 @ 


and made them boundless. As such, the 
industry 1s highly competitive with the 


large companies and the boutiques’ 


slugging 1t out for marketshare. The 
online discount industry consists of six 
large companies and numerous boutique 
brokerage firms that provide focused 
services to particular segments of the 
market. The six big players control almost 
92 percent of the $920 bn online volume 
and 80 percent of the online trading 
volume. The market leaders are a mixture 
of full service firms (DL] Direct, Morgan 
Stanley Dean Witter, Discover), well- 


- established discount brokers (Fidelity and 


Charles Schwab) and new online 
specialist firms (E*Trade). 

According to SIA (Security Industry 
Association), the number of new online 
accounts continued to grow but much 
more slowly than in the past and the total 
value of assets in these accounts, hurt by 
falling equity prices, began to decline. 
Even the enormous share which online 
achvity had captured in equity trading 
began to slide, falling from 27 percent in 
the second quarter of 2000 to 17 percent 
by the second quarter of 2001. 


E-trading scenario in India 


. Compared to the Western counterparts, 


online stock trading is still ın its infancy in 
India. In India ICICI Direct, KotakStreet, 
Sharekhan, MotilalOswal, IndiaBulls, 
Investmartindia, Geojit Securities and 5 
Paisa are some of the major players. Of 
1000 million population, we have 
approximately 5 mullion investors having 
Dmat account with depository, which 
clearly shows the penetration levels in 
India is quite low as compared to western 
market. Out of the total investing 
population 2,40,090 investors have 
registered for online trading with various 
brokers who are currently doing 
approximately 1.7 percent of the 
exchange turnover. In the US market 35 





percent.of the retail turnover comes from 
Net traders. 

Currently on an average India has 
Rs. 40-45 crore turnover per day on 
Internet compared to exchange turnover 
of Rs. 2300 to Rs. 2500 crore per day on 
the NSE. Very few players are providing 
Net trading on BSE and the turnover is 
very negligible. Analyzmg the pattern of 
the net turnover to total turnover, 


. indicates that the rato remained around 


1.5 percent to 2 percent. However, due to 
limited volumes, no online brokerage is 
currently making money and a shakeout 
is imminent in the near future. The going 
is expected to get tougher with the advent 
of-capital account convertibility. Players 
such as TD Waterhouse have already 
entered the Indian market, while others 
such as Schwab are expected shortly. 


Changing business focus 


amidst volatile market 

Just a year ago, with the bull market 
fueling active trading, the battle among 
most online firms was to acquire new 
online investors. Today, the e-broking 
industry is ın doldrums. Brokerage 
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business is directly linked to the level of 
public enthusiasm for buying stocks. Ever 
since the tech stocks busted 1n 2000 online 
brokerage business has fallen sharply. 
Changing customer tendencies have 


altered the competitive landscape for” 
` online brokerage firms, whé have 
changed their focus from generating 


trading volume to capturing longer-term 
investors with high-value accounts. 
Further with clientele growth slowing 


and trading volume sliding, the scenario 


has changed. Online trading firms are 
changing their business strategy. 
E*Trade, Ameritrade, TD Waterhouse, 


and Charles Schwab are scrambling to < 


diversify their business models in order 
to find alternate sources of revenue. Thus, 
the big players are de-emphasizing the 
online-only channel in favor ofa multi- 
channel, hybrid-model. 

Because the economic downturn has 
driven many small retail customers away 
from online trading, e-brokerages are 
targeting HNWIs (Higher Net Worth 
Individuals) in order to survive in the 
downturn. Actually, HNWIs are those 
people with mnvestable assets of at least 
$1 mn, excluding real estate. Some 3.5 
mullion US households are eshmated fo be 
worth $1 mn or more, according to 
figures from the Affluent Market Inshtute. 
HNWIs in North America controlled $9 tn 
im assets at the end of 2000, more than 
double the $4.4 in they had 
in 1996. Assets in the sector 
are likely to grow to more 
than $13 tn by 2005. The 
players are expanding the 
range of services based on 
full-service model/one 


stop-shop. 
According to Deloitte 
& Touche, online 


brokerages are changing 
their business models to 
provide investors with 
financial information and 
advice, quality customer 
service, an array of 
products, and innovative erases to 
gain competitive advantage. Also, the 


compettion n online trading has led toan - 


era of free or minimal-cost online trading. 
Now their focus has shifted to customer 
service, efficient execution of trades and 
the ancillary services. According to the 
report, the major factors that are 
changing the focus of e-broking business 


are Increase in demand for quality ` 


customer service, professional support in 
investment-advisory as -well as 
innovative technology. 


manage 


Stand-alone brokerages 
who will find the going 
tough in a competitive 
. environment may be 


either wound up or be | 
acquired by a 
stronger entity 





The report elaborates that the 
discount firms are being forced to 
compete based on quality customer 
service and bréadth of products rather 
than on just cost. ‘Investors are more 
interested ın professional support to 
the fluctuating market 
conditions now than they were a year 
ago. While 83 percent of full-service firms 
offer this client-consulting capability, only 


31 percent’of discount firms can provide 


the same. Today, discount firms are 
seeking to differentiate themselves from 


- their full-service competitors by offering 


innovative technologies. A larger 
percentage of discounters, compared to 
full-service firms, offer wireless access, 
streaming quotes, and Electronic 
Communication Networks (ECNs). For 
example, 77 percent of the discount firms 
offer real-time streaming quotes 
compared with none of the full-service 


-firms interviewed, and ECNs are 


available with 79 percent of discount 
firms, while only 33 percent of their 
full-service counterparts have this facility. 
Fierce competition among players is 
likely to drive the industry towards 
consolidation. Stand-alone brokerages 
who will find the going tough in a 
competitive environment may be either 
wound up or be acquired by a stronger 
entity. For players such as Charles 
Schwab, E*Trade which has a wide retail 
network and aspires to be 
among the top two or 
three players in the retail 
brokerage business in the 
- world, the “niche” model 
probably makes greater 
sense. 


But how players 
are managing at 


the marketplace? 


With broad declines in 
stock prices, investors are 
now looking for much 


more than low-cost trade. - 


A broad product range, reliable 
information and advice, and mnovative 
technology have become the critical 
factors ın choosing an online securities 
firm. Therefore, the players are seeking 
to help customers manage their assets, 
rather than simply compete on price. 
Some are looking for niches.'Rather than 
focusing on-one market, players are 
planning to offer customers the choice of 


-a dozen Asian markets, as well as the US. 


‘Players have started offering a full 
range of investment products, including 


“Transformation from a 
traditional-personal to a 
cybernetic-impersonal way of 
: doing business takes time and 
- this process can only evolve: 


and mature during the course 
| of time.” 


Hemang Raja, Head, 
www. investmartindia.com 





bonds, mutual funds and IPOs. Online 
leaders, including Schwab, E*Trade and 
Fidelity, diversified into banking and 
insurance services. These companies are 
also adding advanced finanaal-planning 
features, including retirement, 
budgeting, and. debt reduction and 
college-planning software. And one thing 
that Charles Schwab and E*Trade has 
done to distinguish themselves 1s their 
attempt to become a one-stop financial 
supermarket. E* trade through a string of 
acquisition now provides banking, 
insurance, mortgage lending, and other 


“ services in additon to its core business. 


Charles Schwab is concentrating on 
customer service and investment 
research. According to BusinessWeek, 
Schwab tops the list on research outfit 
Ameritrade is also expanding -1ts 


. personal-finance offerings but not as 


vigorously as E*Trade. 

Schwab and Ameritrade are 
concentrating on attracting more active 
customers by acquiring direct access 
technology players CyBerCorp and 
TradeCast, respectively. Such 
trade-executing technology is popular 
among day traders and hedge fund 
managers who need to make quick 
trades. E*Trade, Ameritrade,and Schwab 
offer mutual fund services. 

Online firms are also looking to forge 
strategic allrance to broaden their service. 
For example, E*trade has been at the 
front of the move to broaden its services, 
adding Internet banking, ATMs and 
mortgage lending through its acquisition 
of loanDuirect. Also the changed strategy 
among firms is evident in their 
advertising. They are now stressing on a 
broader range of services and products 
such as mutual funds, branches, wireless 
trading and banking services. 
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Trey have also startec differentiating 
by using latest technologies to woo the 
customers. Facilities like streamir g 
quotes, wireless trading, account 
agzrezation ard direct access has been 
receiving the most attention. 

Biz players are also using data minirg 
anid Eusiness mtelligenc2 to customize 


offerings and ‘rigger cross-sellinz.. 


Charles Schwab is testing an automated . 


service that monitors the activities of tis 
affluent customers and flags accotinis for 
e-ma offers on specialized financial 
products. Schwab js a.so piloting a 
customer retenton program that uses 
data mining tools to identify affluent 
clients. whe are likely m leave the firm. 
Tre kevs to selling a vader range of 
products are customizaticr., the capacizy 
to analyze customer behavior anc the 
ab:lit, <o anticipate the full fnanaal needs 
of incividual customers. Market leaders 
are als) expanding internationally wich 
overszas licensing agreements, joint 
ventures and acquisiticrs. E*Trade’s 
global strategy 1s to extend its brard :0 
on2 ccuntry at a time by fanding strazegic 
broke-age partners like Jepan’s Softbar.k 
whick are well placec. to =ke advar tage 
of the online market m their home 


$ 


oounities. Charles Schwab-and Waterhouse ` 


Securicies are using vartnerships and 
acquisitions to build b~idgeheads im 
Australia, Canada, Hong Kong and the 
United Kingdom. 

In order to protect the 
bottomline from becoming 
red Ameritrade, Charles 









The keys to selling a 
wider range of products 


brokerages, the top six accounts for 80 
percent of online trading. while 15 firms 
account for 95 percent. Therefore, the 
smaller firms will be pushed out of the 
market unless they can settle into some 
niche segment not served fully by larger 
firms: Even larger firms that specialize in 


` online trading without offering a tange of 


other services could be acquisition 
targets. The cost containment, customer 
acquisition and revenue diversification 
are the major consolidation drivers of the 
e-brokerage industry. 

The current market environment will 


compel brokerage firms and investment - 


banks to seek out mergers with firms 
with less volatile, more stable, and 
redictable revenue streams, such as 
ie and insurance companies. As the 
economy wallows ın'a slump, 
transaction-based revenue companies 
like online brokerage firms will either 
merge or will be acquired. These 
companies suffer the most from decline in 
trading volumes and often lack a 
diversified revenue stream. Also the 
online firms can easily be integrated 
because of their similar infrastructure and 
business models. The acquisition of Web 
Street by E*trade in August 2001 was 
marked by the ease and short duration of 
the integration effort. l 
On a sımılar strategy Royal Bank 
acquired Dain Rauscher a regional retail 
broker/dealer and Charles ‘Schwab 
acquired US Trust, a 
private bank 
company. Still acquisition 
targets are aplenty and 






Schwab and Datek have all -| strategic maneuvering 
cut jobs. Analvsts are customization, the drives the metamorphosis 
generally ag-ee that if Nez capacity to analyze of the online brokerage 
brokerages have to cui customer behavior and industry. Recently Chase 







costs -o keep them in line 
with revenues, tnen 
trimming staff—and zven 
server capacity in a time of 
low trading volume—is 
the way to go. 


Primed for a shakeout 
The downturn in the mazket has been a 
daubl2. whammy for the online 
brokerage firms. Like the dotzom 
shake-ut, the Internet brokerage sector 
may be heading for a shakeout. There has 
been a dramatic drop in new accounts 
` opened at cnline brokerages along witha 
dip in-volumes. Today boosting tke 
number of client accounts arid the revenue 
per acount is a matter of survival. 

Firms are looking to azquisitions <0 
drive -heir growth. According to Deolitze 
& Touche there are roughly 140 online 
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the ability ta anticipate 
_ the full financial needs 
-of individual customers 


Manhattan Bank USA sold 
33,000 of its high net worth 
deposit accounts (worth 
$1.5 bn) to E*Trade. 

The biggest threat to 
online brokerages comes 
not so much from each 
other as from large financial institutions 
like Citigroup and Wells Fargo that are 
beginning to move their businesses 
online. Basically online brokerages 
business depend upon brand name, 
technology, and customer base. And 
large financial institutions. like Citigroup 
already have the technology and a brand 
name. The only reason a large institution 
would need to acquire an online 


. brokerage ,would be to enlarge 


customers base. Further big banks could 
simply wait for some of these pure-plays 
to fall by the wayside and then pick up 


trust 
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their customers. Therefore, the analysts 
say E*Trade and Schwab’s efforts to. 
diversify their revenue could be 
construed, among other things, as 
defensive measures to ward off suitors. 


Why has online trading not 


taken off as expected in India? 
Ina nation with a middle class population 
of 200 milion, most of whom dream of a 
better, financially comfortable 
tomorrow, the stock market is obviously 
seen as the perfect place to invest. 
However, India’s scam-scarred bourses 
haven’t exactly inspired trust among 
retail investors. Online trading ın the year , 
2000-2001 accounted for only Rs. 50,170 
crore out of total traded volume of 
Rs. 25,08,445 crore. 
Normally, online trading has 
succeeded in countries when the market 
was in a bull phase. Unfortunately, the ~ 
time when online trading-was launched in 
India coincided with the steep decline in 
the markets. Apart from the prevailing 
bear market, the other major issue has 
been awareness and the mental 
acceptability factor. Internet-based 
trading typically takes place through a 
bank account with an online bank. The 
relative inability of large public sector 
banks to offer facilities for Internet 
banking is a barner in this regard. Besides, 
Internet penetration in India is still very 
low and concerns about security also 
predominate. In markets like the US, 
online brokerages advertise very heavily. . 
Online trading ın India has so far not seen 
similar levels of aggressive advertising, 
with the exception of ICICI Direct. 
According to HemangRaja, Head, 
www einvestmartindia.com, Consumer 
tion, infrastructure, physiological 
barriers and lack of education of the 
medium are the main factors, which has 
hindered its.growth. He says, e-broking 
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was introduced in India at a tme when 
Internet boom was at its peak and like 
other businesses on the Net, there was a 
general perception that e-broking will 
change the way broking business is done. 
However, the fact is, transformation 
from a traditional-personal to a 
cybernetic-impersonal way of doing 
business takes time and this process can 
only evolve and mature during the 
course of tyme. He says the Indian 
investor prefers personal interaction. This 
makes him feel safe and re-assuring. 
Absence of a strong customer 
relahonship management system makes 
the alternative medium too impersonal 
and is malang this transition slow. 

According to Hemang Raja, the main 
problem faced by e-broking players in 
India today 1s lack of investor awareness / 
education. He elaborated that.1n our 
country, the Net needs to be demystified 
and expanded. Investor education playsa 
vital role in this context to create the 
awareness levels to mitigate the concerns 
that shroud his psyche. 

Also, the breadth of participation in 
the stock market in India 1s significantly 
lower as compared to Western markets 
with only 12.1 million equity-owning 


households and three million depository - 


accounts. Brokerage rates in India are 
significantly lower than US rates, with 
Indian brokers charging commussions of 
0.85 percent to 1.25 percent per trade. 
Even technology bottlenecks are 
responsible for online trading not taking 
off the ground. India’s banking, broking 
and depository platforms, 
though all linked to the 
same trade, function on 
entirely different platforms. 
Integration of these three 
is a major technology 
obstacle. The three main 
technology obstacles 
which have prevented 
Internet broking from 
taking off are lack of Internet 
penetration, bandwidth 
infrastructure and poor 
quality of ISP mfrastructure. 
On infrastructure 
bottlenecks, Hemang Rane opines, “the 
experience of previous year reveals that 
the expectation of Net trading 1s 
encompassed to speed and current state 
of bandwidth quality and availability 
constitutes a sigmificant impediment to e- 
broking ” 
. One of the major barners to attracting 


new customers to online financial Services : 
-18 the.issue of privacy and Security..of 
- financial information that 1s transmitted 


The competitive 
advantage for online 
stock trading brokers 


_ Is expected to be a 
combination of: 
technology, content 

and customer service 





over the Internet. Incidents of hacking in 
some websites (including E*Trade) in 
recent times underscore the need for 
taking appropriate measures to protect 
investor confidence. Companies need to 
putin place state-of-the-art encryption and 
authentication technologies, which protect 
investor transactions with multiple layers 
of security so that they can trade or bank 
online with confidence. Managing 
financial risks will become more 
important to protect consumers and 
investors. 

‘Commenting on the Indian security- 
issues, he says “Authentication, privacy, 
integrity are the major challenges- 
confronting the e-broking industry in 
India.” He addressed security levels at the 
brokers sites and also in the banking and 
settlement sector that are essential and 
underscored the importance of user 
details confidentiality for the retail 
investor. With reports of security 
breaches taking place in established 
brokerages overseas, customers are a 
little shaky of the security levels in online 
trading. These doubts can be laid to rest 
only after cyber laws become effective 
and'more advanced security systems are 
available. 

The market for online financial 
SETVICES 1S mcreasingly competitive. In 
order to create and sustain leadership in 
this: space, companies’ would need to 
differentiate themselves from the crowd. 
As the basic offerings are easily replicable 
the key differentiators would be 
customer care. Customer care is the 

, ability to maximize client 
satisfaction at the lowest 
possible costs while 
maximizing the gathering 
of useful market 
intelligence data. The key 
issue areas in ensuring 
customer satisfaction are 
developing processes that 
help resolve customer 
queries in the first contact 
and ensuring the most 
convemient access for the 
client. 

- Commenting on the 
future prospects he says, “the first phase 
has been wobbly and more of a trial and 
error. I am sure most of the participants 
are evolving each day to adapt 
themselves to the investor preferences, 
technology challenges, infrastructure 
bottlenecks that one faces as one moves 
along. In this first wave of investor 


experiences, w€ have been able to attract . 


a ‘tmx of young savvy ‘investors and the 
experienced older ones: These are market 





savvy participants and are adapting to the 
net platform naturally. The challenge lies 
in market expansion through application 
of relationship management tools that 
seamlessly integrate with the. traditional 
model to offer investors a more 
wholesome investing experience.” 


Conclusion 

Occasional crashing of trading systems; 
slowdowns and erratic: system behavior 
continue to plague the online brokerage 
industry as it struggles to manage 
fluctuating fortunes. If players try to 


' migrate to a full-service model, they risk 


going too far—forgetting what was 
initially attractive about the online trading 
business model. The strategy to convert 
one-service model to full service model 
can backfire. There are several players 
now ın the fray, and few with domain 
expertise, which is very vital for success. 
Online brokers who have a better chance 
of survival may, therefore, either be the 
ones which become either niche players 
who offer ale al pease products or 
cater to the whims of day traders, or 
diversify to become online supermarkets. 

Over the next year or so, the 
competitive advantage for online stock 
trading brokers is expected to be a 


-combination of technology, content and 


customer service. While technology can 
prove to be a major entry barner in an 
online trading venture, customer service 
is likely to be the key differentiator in the 
irutal stages as a client attempts tolearn 
the fundamentals of online trading. 
Unhke the US markets e-broking is far 
from reaching its critical mass ın India. 
Online stock trading in India is still at a 
nascent stage, practically all the major 
players who have set-up the e-broking 
outfits are aiming to broad base the 
overall trading base of investors in the 
country, while retaining their existing 
client base. Customer acquisition is 
turning out to be an uphill task in this bear 
phase. One of the major barriers to 
attracting new customers to online 
financial services in India is the issue of 
privacy and security of financial 
information that 1s transmitted over the 
Internet Among other major issues 
which are hindering its growth prospects 
is the lack of awareness and the mental 
acceptability factor. Consumer 
awareness is at a very low level, and 
brokers also have not been forthcoming 
in accepting that Internet trading 
shakeout is ummunent in the near future. = 


Rajesh Kumar Singh, Team Anahst 
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Thinning veneer of credibility 


The New York Attorney General Eliot Spitzer has stirred a hornets’ nest with the latest round of accusations against Merrill 
Lynch’s and its competitors including Goldman Sachs Group Inc. and Morgan Stanley Dean Witter & Co. The highly paid 
ee wha were once treated as demigods are now on the danger list. . 


e glitz of the bygore era turns “he 
investment bankers nostalgic. 
Morgan Stanley’s Mary Meeker, 


anoimted by Barron’s as tne “Queen of che - 


Net” Jack Grubman, Citteroup’s telecom 
analvst, who at about $20 mn per annum 


was the highest paid anahyst ever, and he- 


likes of them have all witnessed a tall 
from dizzying heights with the burst of 
the Internet bubble as well as the telecom 
debecle. With New York Attcrney 
General Eliot Spitzer, laumching a trade of 
accusations on Merrill Lynch, buried 
secrets have surfaced and are creating 
nipples across the Wall Street.” 


Conflict of interests 


An investment bank provides its 
corporate chent with commercial banking 
services, it supphes merger advices and 
acts as an underwriter fcr the company’s 
securities. Its fund meragemenz arm 
purcaases tnose securities, the bank alcng 
the lane alsc becomes the counter party in 
structured finance for the company thet it 
helped design, it manages its comrrercial 
paper plans and also caries out fore gn 


e 


exchange transactions foz the company. - 
Conflicts of interests arè bounce -to arise as’ 


these activities are carried out in the same 
place and get enmeshed with each other. 

Ih the late 1920s, whea the bull marxet 
was going strong, Goldman Sachs creazed 
clos2-ended investmeat trust that 
invested in a number of other trusts. 
Goleman was the sponso-, manager end 
the salesman of the trust Along with this 
it was also the pre-initial public offer ng 
investor. Goldman Sazhs- thus had 
conficts of interest. It sold 90 percent of 
the shares to the public et $104 each.. he 
price fell to $1.75 after 1929 crash. At the 
very same lime Natonal City Banx was 
‘ also 2ntrapped in a numDer of conflicts of 


interasts, such as insider trading and the. 


sale of bonds, which it knew, were warth 
notevena dime. Consequently, Glass 3:eazall 
Act was introcuced to seperate investment 
banking from corporate Eanking. 
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However with the Glass Steagall Act 
scrapped in 1999, Citigroup the modern 
day form of National City Bank, is 
permitted to do investment as well as 
commercial banking together. There are 
conflicts galore between both the roles: 
Or. one hand investment bankers such as 
Citigroup seek hefty revenues as a result 
of offering advise on mergers and on the 
other, they assure the corporates that 
they will support the dzal with a lump 
sum loan. If the deal is a success 
investment bankers are able to get their 
fees, but the commercial banking.s left to 


arise from it. Sometimes such conflicts 


break out in the open. Only recently, : 


Walter Hewlett, the dissident Hewlett- 
Packard shareholder, went to the court 
and argued that Deutsche Bank casted its 
vote im favor of. HP-Compaq merger for 
it had a numbér of other businesses with 
the company. Though the court did not 


hsten to such clams yet they portray the . 


labyrinth of relationships between-chents 
and the investment bank. 

. Wall Street firms are known to reap 
huge fees and.bonuses by persuading 


clients to do deals, for no deals means no ` 


fee. Therefore, Wall Street shows a green 
signal to all kinds of transactions whether 
good or bad. 


The IPO market: Thunderstruck 


It is no longer a secret that investment 


banks attract young start-ups with the 
lucre of Initial Public Offerings (IPOs). 
Rather than raising the maximum money 
possible for the side they are supposed to 
represent (the-issuer paying a fat fee), 
investment firms use their IPO game to 
curry favor with therr other major clients, 
such.as the institutional investors. To be 


-more succinct, they ply mutual and hedge 
funds with artificially cheap shares from 


che offering and then get repaid in high 
commission Stock trades. ` 

“The investment banks have failed to 
~aise money for the coporates. Instead of 


_ retain the loan and the credit risks that - 


“ 





serving their corporate chents'they might 
actually be harming them by raisıng 


~ money-at exorbitant costs. -The banks - 
- price their clients’ shares far below therr 


full market price (which can be taken as 
the price they touch on the first trading 
day). In fact, on an average the first day -. 
offering prices jumped 71 percent in 1999 
and 57 percent in 2000 as compared with 
an average of 11 percent from 1980 to 
1998. Wall Street gives the under priced - 
shares to the group of institutional 
investors that trade with ıt, in turn most of 
these buyers sell their shares for huge 
gains. In this way the money that should 
have flown to the corporate clients fill the 
pockets of the favored funds and other 


_-preferred clients This precedent reached 


such orgiastic proportions that for each 
dollar that corporate America raised, it 


. paid an incredible 57 cents in fees and 


foregone proceeds 
It 1s true that investment Bankees can 
earn higher fees by pricing the shares. to 


_ greater levels i.e., closer to-their opening 
_ levels, however the greater -truth.les in 


the fact that trading revénues can far - 
exceed the fees left on the table. During . 
1999 ‘and 2000; the firms typically 


~. allocated théir 80 percent of the offerings 


to about 125 funds. Cheap IPOs came as a 
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boon for Wall Street. In some cases, 
management of the concerned firm is 
cajoled into doing business with the 
investment bank firm by promusing them 
“friends of Frank” accounts. These 
accounts derived their name from Frank 
Quattrone, an investment banker with 
CSFB (Credit Suisse First Boston), and 
were given to the managers who agreed 
to hire CSFB as their investment banker. 
Through these accounts the company 
officials received preferential allotment to 
the shares in IPOs. A way out to the same 
could be full disclosure to the 
relationships between the company 
officials and the investment bankers they 
deal with. Some economists have 
suggested even more radical moves such 
as ban on dealings between the managers 
of a company and the underwriters for at 
least a couple of years after the company 
goes public. In fact, CSFB paid $100 mn to 
settle an inveshgation which was all set to 
unearth its practice of allocating shares in 
IPOs to favored clients who repaid a part 
of profits that they made as a result of 
conducting the unnecessary trade with 
the broker. 

The investors are also concerned 
about the fact that they never get an 
opportunity to purchase shares ın the 
initial distribution and, they end up 
buying the shares at astronomical mark- 


‘up in the after-market to participate in 
- IPO. Probably a solution would be that 


investment banks use auctions to allocate 
shares of the IPOs to the highest bidder. 
There are speculations rife that the 
next spate of lawsuits against the Wall 
Street firms will target the underpriang 
of IPOs, especially in the face of the recent 
suit filed by eToys against Goldman 
Sachs. eToys is claiming that it was 
deprived of the money that could have 
helped if sustain the hardships of the 
present recession, had the investment 


“There has to be an impervious 
Chinese Wall between Research 
and Investment Banking interests 
in any investor conscious entity in 


the financial services segment.” 


Satyam K Agarwal, 

Research Analyst, 

Khandwala Securities Limited, 
Mumbai 





Merrill Lynch: Still Going Strong! 


In spite of the recent allegations that analysts at Merrill, recommended 
the a: that they personally scorned, Merrill Lynch and Co. Inc.’s stock 
research arm remains one of the most read by fund managers. However, its 
competitor Morgan Stanley has overtaken it in terms of individual analysts’ 
ranking. The results from a 2001 and first-quarter 2002 survey by market 
research firm Thomson First Call prove that size matters when it comes to 
attracting the attention of fund managers. In fact, Merrill has one of the largest 
research departments in Wall Street; however the size may not matter much 
in holding the attention of asset managers for long. 

According to some, the data suggests that pound-for-pound, Morgan’s 
analysts’ experience level and background are at higher levels than that of 
Merrill. Eight of the top ten most read analysts in 2001 were from Morgan 
Stanley. According to the fund managers the massive research staff of Merrill 
Lynch helps it attract the maximum attention of fund managers. 

Five Brokerage Firms Most-Read in North America (Quarter 1, 2002) are: 


Merrill Lynch; Salomon Smith Barney; Morgan Stanley; Goldman Sachs; 


and JP Morgan. 


bank not under priced tts issue in order to 
receive money in the form of commussion 
from the sectors they allocated the shares 
to. Considering the fact that the total IPO 
under pricing during the years 1999-2000 
was to the tune of $66 bn, the payouts in 
such cases can be very high. 


Playing the Pied Piper 


‘Eliot Spitzer, New York Attorney General 


who has been tn the news oflate, built his 
case largely on the e-mails submitted‘upon 
request by Merrill Lynch. As per these 
mails, one of the analysts wrote that, “The 
whole idea that we are independent from 
banking 1s a big lie.” Even when the 
analysts, led by Henry Blodget at Merrill 
believed that the company had no spark 
they continued to recommend its shares. 
According to some of the internal e-mails, 
the shares of excite@home, rated as short- 
term accumulate and long-term buy, were 
described in Internet e-mails by one Merrill 
Internet analyst as “such a piece of crap”. 
Expressing his opinion on GoTo.com 
(long-term buy), Blodget said nothing 
was interesting except the “banking fees”. 

The “so called” independent analysts, 
working behind the Chinese walls are 
paid exorbitant sums not for the 
credibility of the advice that they provide 
the investors with, but for helping to 
secure corporate finance deals from the 
companies that fall under their purview of 
analysis. According to Satyam K Agarwal, 
Research Analyst, Khandwala Securities 
Limited, Mumbai, “Wide scale abuse of 
the basic operating norms ın this 
industry, be it the “Chinese Wall”, or 
“strategic” disclosures to specific interest 
groups have led to this steep dive ın faith 





and confidence He further adds “to 
remove this decline in faith would take a 
very long time and hard-to-instill efforts, 
to say the least. 

In fact, there have been instances 
when analysts have been asked to call ita 
day when they have issued a sell 
recommendation or taken steps that are 
not in the interest of the bank’s clients. In 
a number of cases the salaries of the 
analysts are linked to how much 
corporate finance deals such as advice on 
merger acquisitions cases, IPOs they 
bring It comes as no surprise that the 
analysts’ advice became positive across 
the board. Corporate finance is the most 
paying part of investment banking; 
therefore the temptation to forego 
analytical credibility is egregiously 
strong. 

For Mernll, retail base is the lifeblood 
of business, and these charges sound 
warning bells. The firm has been careful 
not to admit any liability. They decided 
that ıt was more apt to go for an out-of- 
court settlement. They agreed to pay a 
fine of $100 mn and accept changes in its 
orgaruzation and its methods of paying 
the analysts. This ıs fairly an easy way out 
for the investment bank. The settlement 
is unsatisfactory in several ways. Firstly, 
Mernll Lynch is a global investment bank, 
it has investors spread out across the 
globe who have suffered financial losses, 
therefore why should only the New York 
State coffers be filled with the 50 percent 
of the aforesaid amount and the rest of 
the amount divided among the 
remaining states? Since the establishment 
of the Securities and Exchange 
Commission, the securities regulation has 
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become a federal matter and befo-e 
Spitzer proceeds to checx out on othar 
firms such as Morgar Stanley and 
Citigraup, SAC must take the case in its 
fold. 

The second flaw that is imminent is 
that even though ıt ıs good step ~o 
severe the link between analysts’ pē y 
from investment barking and monitor 
closely the links between analysts ard 
bankers, this step im itself is not sufficient 
to remove the conf-icts of interes:s 
between analysts and investment 
bankers. One alternativ2 is to impose 
strict -terna_conirols. Analysts shoud be 
purus ed to take part in th2 capital ra:sir.g 
process. However. al of us are 
acquiescen: of the fact that Chinese walls 
have Eecome mere artifacts as long as 
inves‘ment dankers and analysts work 
under the same roof. On2 possible wiy 
out is zo re-establish st-uctural separation. 
Perhazs there could bz a spht in research 
and tie investment tan<ing actv-ties, 
whick will de sumilar to Ghss Steagall Act 
that called for a ban on mvestment ard 
cormur ercial banking -eing carried withn 
a same firm aiter the 1629 Wall Street 
crash. There are chances that a split mignt 
bring an end to the practice of publishig 
over bullish research repcrts designed zo 
win investment-banking business Ton 
the ccrporate world. How ever, the effect 
of this move will hav: to be analyzed n 
the -ight of the many other faccors. 
Regulators will have zo mull over takir.g 
poss:ble steps such as putting an end zo 
indirect commissions, splitting brokerage 
and research and the required changes -n 
the IPO allocations. According -:o 
Akhilesh Eavga, Deputy Manager, UTI 







CHARTERED FINANCIAL ANALYST * July 2002 





Investment Banks: The New Act 


Amidst the recent spate of charges made by the New York State Attorney 
General, Eliot Spitzer, Lehman is coming ni with certain changes. It is trying 
to avoid the charges, which alleged that the Wall Street firms hold views, 


which are too optimistic. The new system will be effective from August 1, 
2002. It will rate the stocks, “overweight”, “equal-weight” and “underweight”. 
This will replace the current five-tter system. The equities will now be 
a with specific industries instead of the broad market. Morgan 
Stanle 


y Dean Witter & Co. had started implementing the same system from 
February 2002. The change is also based on the feedback the Lehman officials 
have received from their institutional clients and their sales organization. 


The other major investment bank, Citigroup Inc.’s Salomon Smith 
Barney, has also indicazed that it might adopt the method Morgan Stanley has 
come up with for stock rating. It is noteworthy that when Morgan Stanley 
had put the system in place, its analysts downgraded 22 percent of the 
companies to their lowest rating with immediate effect. This figure earlier 


Martin Act: Creating Ripples 


Eliot Spitzer is wie.ding a powerful weapon, a state law called the Martin 
Act, put on the books in 1921 to curb fraudulent investment advice. The 


stcod at just one percent. 


Investment Advisory Services Limited, 
“To set the markets right, more fre walls 
batween the various conflicting 
businesses are required, there should be 
proper guidelines and cade of ethics set 
for professionals and there is certainly a 
n2ed for more disclosures.” 


Caveat emptor: Buyers beware 
There 1s no doubt that the Wall Street 


investors receive a lot of wrong advice,’ 


however the investors must not forget 
that all the advice comes wrapped in 
caveats. They must never forget that one 
o- the oldest rules of the markets: “Buyers 
Beware” ıs true in these cases toc. 
Investors must rely more on their 
own awareness of the potential conflicts 
v:sible on the horizon. They must not 
teke the above proceedings as a pretext to 
free themselves of all the blame for the 





Martin Act is an 80-year-old state law tkat gives authority a right to investigate 
and prosecute brokerages and cal's for civ-l and criminal penalties. Authorities 
using the law do not have to prove that perpetrators wilfully did something 
ilegal, which the feder:] law requires. It deals with securities markets, and has 
tough provisions about fraud and deception. The stock analysts and their 
activities have proved t be noteworthy fodder for the use of the Act. 


Soitzer’s use of the Martin Act to try to wring concessions from Merrill 
Lynca is the first tme in memory that the law has been used against such a 
high >rofile company. Some observers say he’s upstaging the Securities and 
Exchange Commission, which has a federa mandate to oversee the securities 
irdustry. Usually, New York pzosecucors use the law to break up schemes 
such as “boiler room” telemarketing firms that make cold calls trying to sell 
stock or mortgages. Of icials in oher states use their laws for similar purposes, 
aiming to prevent a wide variety of small-scale investment fraud. They 
generally use this lew to tackle cases that fall beneath the purview of SEC. 
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bubble. These can lead them to believe 
falsely that somebody else apart from 
them was responsible for the fiasco and 
they should be monetarily compensated. 
The need of the hour ts not to run after 
lawyers who will fight their cases, a better 
option will be to grasp the true 
fundamentals of the market in a better 
manner. They should understand that 
when ıt comes to the prices of shares they 
face a lot of uncertainty. It should be clear 
to them that the companies flocking the 
markets hold a lot of potential risks and 
they must not follow anybody’s advice 
blindly, whether it is their bankers, 
analysts, or the media. 

It is better for investors to spread their 
risks and goin for investing through 
mutual funds, otherwise they stand to 
lose their money, 

As far as the markets are concerned 
they are formulating their own verdict. 
Fund managers have come to rely more 
on their own research and are m the process 
of building their own teams Regulators 
have also been forced to stand on their 
feet and take a hard look at the so called 
soft commussion which form the kickbacks 
given by firms to the investment bankers 
in return for positive coverage of the 
concerned companies. There is no doubt 
to the fact that the recent spate of reforms 
has led to exploration of various 
possibilities such as severing research 
department from investment banks and 
better prospects for independent 
research firms ın future m 
Related Article: 

1 WallStreet Analysts Under Scrutiny, Analyst, - 

October 2001 

Aparna Mehta, Team Analyst 
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j ! Leading’ to the Awad of PhD Degree, 
3 Year: Full-time Program. (2002-05) 
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The Institute of Chartered Financial Analysts of India (ICFAI) has set up the ICFAI Institute for J 

_Management Teachers (IMT) at Hyderabad. HMT fulfills a longstanding need for equipping - ij 
professionals with the knowledge and skills required to become effective management teachers 
and ‘researchers. In this context, IIMT 1s happy to launch the Fellowship Program tn Management 
(FPM) leading to the award of PhD Degree. 


„Highlights ys > Eligibility, ie 
Fellowship Program is organized into. a ` MBAs/PGDBAs/PGDMs or equivalent 
3 modules, 6 semesters spread over 3 years. Professionals like CFAs/CAs/CWAs/CSs 
E Unique opportunity to simultaneously pursue, ME/MTech/MA(Eco)/MCom/MSc (Maths)/ 
PhD, Program | MSc (Statistics)/MSc (Social Sciences)/ 
Financial Aid of Rs.9 lakhs consisting of : - - MSc (Psychology) etc. 
a) Tution Fee - : Rs.3.6 lakhs i: "| All candidates should have obtained first 
b) Monthly Stipend : : division in their graduation and postgraduation. 
e First Year : Rs.12,000 per month f _Admisšion Process ~ 
e Second Year .: Rs.15,000 per month- fi 
e Third Year - : Rs.18,000 per month Based on Nephediion and Interviews. 


Interviews at Hyderabad on 
September 7 and 8, 2002. 
Classes commencing from 

- October 7, 2002. 


Intensive Learning through Class Room 
__ Instruction, Case Studies, Workshops, Lab-Sessions, 
Internships and Institutional Development 
Placements : All candidates who successfully 
complete the Fellowship Program will be absorbed 
by ICFAI and Affiliate Organizations as faculty Oo 
members as per UGC Scales i a Last date for Submission of Application . 


Online Registration Facility available “August 10, 2002. 


C Date of Application ` 


Visit us at: WWW. iimtindia.org 





Prospectus & Application 


Please remit.Rs.500 by Cash/Demand Draft in favour of “ICFAI A/c IMT”, payable at Hyderabad 
(Kindly write your complete-name & address at the backside. of the DD) to : The Admissions Officer (FPM), 
ICFAI Institute for Management Teachers (HMT), 62, Nagarjuna Hills, Punjagutta, Hyderabad 500082. 
Tel: 040-6625735/37, 6635741-44, Fax : 040-6625740, Email : info@iimtindia.org 
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Convertible Bonds 


Heading for the worse? 
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Conventional wisdom holds that convertible bonds are a reliable option during times of economic uncertainty. However, with the 
dowc-vard spiral in the stock markets across the globe, issuers of convertibles are now finding themselves in deep trouble. 


uring the bul rux of the 1390s, 

more companies than ever befcre 

issued convertib.e bonds never 
think:ng that they Fave to maxe 
peyrr ents back to the-r investors. Buoy2d 
by tke rising stock prices, convertitle 
boncs a.x.a convertibles provided 
companies a cheap opticn of borrowing 
money. Companies such as Lucent 
Techrolog-es, WorldCom and Tyzo 
International, capita-ized on tre 
newfound favor for these :nstrumer.ts 9y 
issuing large volumes oZ convertbles. 
However, with the cownward spiral in 
the stock markets across tne globe, -hcse 
issues of convertibles are now fir.ding 
themselves :n deep troutle The enteng 
opticn of converting the bonds into 
equ:ty apparently has 2>w become a 
losinz proposition. Further, a deeper 
problem is that most of thar converitb-es 
have come due and thew have to repay 
billions of dollars to bondadiders. Caught 
by surprise, these issuers ere gropir.g tor 
ways to raise such huz2 amounts of 
mor.ev in order not to default on their 
comrutments. 


The bitter experiznce 

Converts, as thev are kncvwn in the trade, 
cen Se traded for stock at tne 
predetermined exchange rate. Wher a 
company’s stock rises, th2 corr nding 
ccnve-tble trades close to zhe price of the 
underlying equity. Companies, whcse 
stoc< prices are -uoyant, -ssue converts in 
the Eelief that investors «vould convert 
ther to equity at an attractive conversion 
price. However, any slide in the steek 
prices prompts investcrs to forc2 the 
companies to buy the bonds back at thai 
original value. Further, 17 he compan7’s 
stock declines to a puze where the 
convertible feature of the bond is 
worthless, the bond will tede based onits 
yield—like any other borc as long as the 
ccmpany 1s solvent. Yes, there “is a pr-ce 
level to which a bonc wid fall and fall no 
furth2r as long as the company can fayits 
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- plummeted due fto 


interest and the principal upon maturity. 
And, it means big trouble for the already 
belzaguered issuers. So, where did the 
prcblem start? 

Conventional wisdom holds that 
convertible bonds are a reliable option 
curing times of economic uncertainty. 
Over the years they have been growing 
on this pretext—their dual nature and the 
inherent benefits associated with it. But 
wich profitability concerns and 
accounting scandals, even these safe 
havens have lost favor. More than 
companies’ performance concerns, the 
nature of issuance 1s to be blamed for this 
disenchantment with convertibles. 
Quantity and not quality of the 
convertibles had been the tenet for 
high-flying issuers. Over the past. few 
years, troubled companies like Enron, 
Global Crossing, and Tyco, issced them 
as a last resort as they were unable to 
cbtain bank loans, equity financing or 
even short-term debt. Ro Bawa of 
Deutsche Bank agrees, “For speculative 
grade companies that cannot access the 
equity markets, convertibles become the 
vehicle of last resort as it is a purely 
hedge-able instrument for investors. 
Also, big investment grade issuers that 
pav very small (often zero) coupons and 
substitute the convertible for their 
commercial paper program. Largely 
companies that want quick access to 
capital while their stocks are az or near 
Fkighs sell convertibles at a large 
premium.” 

Whatever reasons they issued them 
for, convertibles fueled their already big 


debt troubles. Tyco Incernational, the’ 


world’s largest fire and safety 
instruments manufacturer, for instance, is 
cn2 of the companies faced with the 
werst of troubles with its convertible 
bonds. Recently, its stock price 
accounting 
malpractices akin to Enron’s. It issued 
convertible bonds in 2000 and 2001. In 
both these issuances, Tvco promised to 





buy-back the bonds at certain prices if the 
bonds cannot be converted. Presently, 
the company’s stock price ıs far below the - 
price that would make conversion a 
better proposition and thus, its 
convertible bond prices are far below the 
pre-specified buy-back prices. The 
company has to stick to 1ts commitments 
and honor its promises made to the 
investors. While any rational company 
would be cautious enough not to issue 
more and more debt and concentrate 
efforts on boosting business efficiency, 
Tyco did the former, it issued debt after 
debt. 

The embattled company had issued 
about $7.7 bn in converubles and has to 
repay nearly $6 bn in convertibles. To 
recoup, the company 1s planning to repay 
its two convertible payments due 
February 2003 (of $2.3 bn), ın stock 
because the chances of raising cash were 
washed out when its credit rating slipped. 
But Tyco’s investors, who would not 
want their shares diluted during a stock 
slump, may not accept such a move. 
George Dessing, Vice-President, 
Corporate Treasurer of the Netherlands- 
based Wolters Kluwer NV, provides 
some relief when he says, “The dilutive 
effect of the issue of the convertible bond 


+- 


+ 


CHARTERED FINANCIAL ANALYST * July 2002 


ee CONVERTIBLE BONDS 























for. 


wil be offset by, inter alia, cost savings 
arising from the fact that the interest 
expense arising under the bond 1s less 
than under current indebtness which the 
issue proceeds will be used to repay.” 
That’s not all; Tyco has a $1 5 bn bank 
loan and $1 bn of bonds maturing this 
year. Next February (2003), a $3.9 bn 
bank loan comes due and holders of $2 3 
bn in convertible bonds are likely to use 
the option to sell them back to the 
company. Also, holders of another $750 
mn of bonds and $3.6 bn of convertible 
bonds are also likely to use a similar 
option. Further, another $1.1 bn of bonds 
also mature that year. In a bid to clear the 
quandary, Tyco International Ltd. 
decided to separate itself into four 
independent, publicly traded companies, 
which it later shelved To put torestinvestors’ 
worries, Tyco has recently reiterated that 
it has enough money to meet the bond 
payments through February. 
Unfortunately, Tyco isn’t alone ın its 
convertible problems. Cox Enterprises, 
the majority investor in Cox 
Communications, was faced with a 
deluge of converts being put back 
Around $454.5 mn worth of a convertible 
issue (amounting to some 99 percent of 
the outstanding bonds) were put back to 
it, in February 2002. It had agreed to a 
special 1.7 percent payment to investors 
an the zero-coupon convertibles it issued 
last year instead of paying the full amount 
owed to its investors—mostly hedge 


CoCo: A Savior Turned Sore 


Tyco’s stint with debt is all sore. Soon after its convert issue in 2000, Tyco, the company mired in debt, invented 
the so-called contingent convertible bonds or CoCos. CoCos are a relatively new variety of convertible bonds; they 
can’t be converted into stock until the share price hits a certain level. Most CoCos come with a put option that allows 
bondholders to sell them back to the issuing company at a future date, which could sometimes be as early as one or two 
years. The put options, in most cases, allow investors to sell the bonds back for more than the price they bought them 


Tyco coverts come with a contingent conversion, or “CoCo” clause, wherein the switch is possible only when the 
stock surpasses the conversion point by 10 percent. It lets the company exclude the unconverted shares from fully 
diluted EPS, because of the contingent clause to conversion, CoCos account for about 45 percent of Tyco’s convertible 
issue. The company’s issue was a $3.5 bn zero-coupon convert having a yield of 1.5 percent and with 36 percent 
conversion premium (the price at which the bond may be converted to equity minus the current stock price). The 
bonds reached their first put date on November 17, 2001, about a month after the company announced its intent to use 
cash to pay off bondholders that chose to put back the notes to the company. Tyco paid the $10 mn worth of CoCos 
that were redeemed in cash. The CoCos afforded Tyco little financial flexibility, other than to react to the 
bondholders’ decision. The rest of the payments are not due until this year’s end. 


Sure, CoCos are innovative; if the underlying stock price of issuers falls with the market, bondholders may exercise 
the bond’s put option. But, during a recession, investors may force issuers to pay them off before maturity. The issuing 
company would then have to raise new capital for the redemption. Just what Tyco faced. Its plain converts and CoCos, 
both of which were means of raising cash, actually stripped it of cash when it had to redeem the bonds. 


funds. Cox only spent about $13 mn for 
this special payment. Otherwise 1t would 
have had to repay all of the $545 mn it 
owed its bondholders. Cox also paid extra 
cash to investors who continued to hold 
the bonds beyond the put date. Comcast, 
the satellite communications company, 
also had to make a similar arrangement 
with ifs investors in December 2001. 


Perils of too much greed 

Itis not that these problems couldn’t have 
been foreseen. Companies, in their 
eagerness to raise cheap and easy money, 
went too far. Companies have used all the 
tricks ın the book to profit from converts, 
giving rise to the likes of zero-coupon 
varieties of the debt instrument For 
instance, in zero-coupon bonds, 
companies don’t pay yearly interest. 
Instead they sell the bond at a discount 
that approximates the amount they 
would have to pay as interest tili 
maturity. This way they enjoy tax 
benefits because they account for the 
interest yearly ın their books and at the 
same time create demand for the bonds 
because of the deep discount. Again, 
there are arrogant or shrewd companies 
like Stilwell Financial, which issued tts 
zero-coupon converts in April 2001, 
structured in such a way that 1f its stock 
doesn’t mse appreciably over the next one 


- year, investors could put the convert back 


to’ company, or in other words ask for 
repayment In April, Stilwell paid an 
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amount close to $697 mn as its stock has 
fallen by 20 percent since its convert issue 
through cash and some credit. Marriott 
Hotels also offered a similar proposition 
and because its stock has fallen by 19 
percent since 1t issued its convert in April 
2001, ıt had to pay about $411 mn in May 
this year. Unlike Tyco, Stilwell and 
Marriott were fortunate to have cash in 
hand for the repayment. 

There are still other companies, which 
are fueling the blaze. Calpine, for 
instance, issued and sold about $1 bn new 
convertible debt in December 2001, in 
order to buy-back some of converts 
which got put back in April. And, who 
knows what they will do to repay these 
newly issued convertibles. Moreover, 
when the company issues more stock 
rather than paying cash, shares will flood 
the market only to depress their prices 
further, getting the problem back to 
where it started. 

Many companies have also allowed 
investors to put back their bonds at 
specified dates so as to reduce investor’s 
risk. This may not be a threat 1f interest 
rates don’t mse sigmificantly ın the short- 
term. But if many investors put these 
bonds back after rates have risen, 
companies that need to raise new capital 
would find 1t more expensive. And poor 
performers might not be able to do tt.— 


CS V Ratna, Tram Analys: 
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Indian Bank 


Survival is not enough 


The tesieged Indian bank,which hed been accumulating losses from 1993-99, is showing signs of a turnaround with the 
Government of India plating a major role in its recovery. Can the bank continue its run in the profit zone in future? 


he Chennai-based Indian Bark, - 
. which in 1995-96 cdelared losses to 


the tune of Rs. 133€-crore, thanks to 
ever-rising non-perforring assets, 18 


_after a series of rigorous restructuring . 
exercises, back’on track bw posting a met. 


profiz of Rs. 33.22 crore icr the finandal 
year 2001-02. Even though a net profit of 
Rs. 33.22 crore is not a splendid 

crmance by a bank with a depasit 
base of Rs. 24,000 crore, itis. appreciaLle, 
for the bank was in the red for six long 
' years and was facing considerable 
‘difficulties dgainst any plan for 
restructuring. Moreover, Dr a bank that 
` declared a net loss of Rs. 274 crore inthe 
previcus year, this is good performarce 
and has definitely refereed confider.ce 
of the 1.5 crore customers in the bank. 

Consistent suppcrt from the 
- Government in the form: of infusion of 
funds totaling Rs. 3150 core to the bank 
has helped it to survive, underscoring 
that adequate support from the 
Government is a prerecuisite for weak 
puthe sector banks co return to 
profrtability. Further inZusion of funds 
amounting 10 Rs. 770 crore is expected to 
reach the bank by the year-end. The 
bank which has a tag of ‘weak and s ck 
bank’, has managed to turnarour.d, 
particularly after Ranjana Kumar tcok 
over tne reins of the bank -n 2000. As per 
the r2structuring plan taken up in April 
2000, the bank had to make net profit by 
_ 2002-03, which had been met by a year in 
advance. So, what are the reasons behind 
the turnaround of a kank for which 
mak:ng profits seemec like a human 
tryinz to touch the sky? 


Improved performance 

The. -2structuring efforts by the bank 
management have really sard off as he 
bank nade a net profit efter a gap of six 
years. The bank has posted an operating 
proczit of Rs. 307.15 crore, which 1s an 
increase of nearly 399 perzent as agarast 
the growth rate of 158 percent recorced 
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las: year (in 2001, the operating profit was 
Rs. 61.59 crore). The gross income of the 
tank for 2001-02 is Rs. 2795.86 crore as 
against Rs. 2416.50 crore in the previous 
year showing an increase of 15:70 


percent. The gross expenditure of.the - 


tank was Rs. 2488.71 crcre in 2001-02 as 
against Rs. 2,354.91 crore in the previous 
year showing an increase of 5.6& percent. 
The business of the bank grew by Rs. 3686 
crore to Rs. 36,222 crore. The business per 
employee is presently Rs. 156 lakh. 

On the NPA front, the net domestic 
NPA fell to 8.54 percent of net advances as 
on 31.3.2002 from 10.34 percent for 
21.3.2001. In absolute terms, the NPA was 
reduced by Rs. 562 crore kast year and the 
cash recovery was Rs. 275 crore. In the 
last two years alone, the bank has 
managed to recover Rs. 1082 crore 
compared to Rs. 193 crore that was 
recorded between 1998-2000. Inc1an Bank 
has topped the list among all public sector 
banks ın ‘increase in interest spreads’ (the 
difference between. ‘interest earned’ and 


‘interest expended’). Th:s in a scenario, - 


where the entire banking sector has 
wimessed a squeeze in interest spreads. 
In the four-year period Letween 1997-98 
end 2000-01, Indian Bank achieved a 340 
percent increase in interest spread, from 
Rs. 111 crore to Rs. 489 crore—a 
performance bettered orly by the ICICI 
Bank (453 percent inc-ease) and the 
HDFC Bank (393 percent). The gross 
domestic credit has increased by Rs. 1047 
crcre or 11.22 percent during 2001-02 to 
Rs. 10,379 crore from Rs 9332 crore and 
global credit stood at Rs. 20,908 crore. The 
aggregate domestc depcsits of the bank 
grew during 2001-2002 by 12.18 percent 
(Rs. 2460 crore) to Rs. 22.659 crore (from 
Rs. 20,199 crore as on 31.03.2501) and 
global deposits grew by 13.81 percent (Rs. 
2346 crore) to Rs. 24,039 crore. 

. Domestic core deposits of the bank 
increased by Rs. 2817 ccore during the 
year ended 31.03.2002 (accounting for an 


amcrease of 15.64 percent). Advances - 
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extended to priority sector amounted to 
Rs. 3424 crore as at the end of March 2002 


‘and accounted for 46:09 percent of. the 


Net Credit (for prionty sector purpose) as” 
against the stipulated norm of 40 percent, 
to be reached by banks. Advances to 
agriculture amounted to Rs. 1338 crore as 
on March 31, 2002 consttuting 18.01 
percent of the total ‘Net Credit’ (for 
priority sector purpose) as against the 
stipulated norm of 18 percent, to be 
reached by banks. Thus overall the bank 
has shown improvement in all fronts.. 


Behind the screen 

The CMD of Indian Bank, Ranjana Kumar 
had made substantial efforts to bring the 
bank out of its blues. For a bank, which 
made continuous losses from 1993 to 
1999, the going always gets tougher. The 
present management and the staff of the 
bank have been making continuous efforts 
for the renewal of the bank. The Government 
of India has under an agreement with the 
bank, contributed Rs. 1300 crore as 
recapitalization assistance earlier this year 
(March 2002), which helped the bank 
reach CAR (Capital Adequacy Ratio) up 
to two percent levels. The condition put ` 
forth by the: Government was that the 
bank has to meet all the quarterly targets 
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stated in the restructuring plan, which the 
bank is implementing: since the start of- 
2000. At present the stipulated level of 
CAR is nine percent. The bank is 


expecting another round of funding of Rs. - 


770 crore, with which its CAR’ can 
hopefully meet the stipulated levels. 
The bank management, as part of the 
restructuring plan has rationalized its 
`” branch structure, which helped it to 
reduce substantial costs. Branches that are 
not doing well were merged. As 
ineffective decision-making by lending 
officers badly affected the bank in the 
past, the bank suspended lending for a 
period of three years. The bank later on 
amended it and made a policy decision 
that accounts with credit limit of Rs. 50 


lakh and above has to be managed by. 


officers with specialized knowledge of 
credit. 

To earn safe income, which is a must 
for financial intermediaries like banks, the 
management of the bank has started 
focusing on retail lending and housing 
loans and reaped rich dividends. The 
bank extensively undertook a brand 
promotion program and came out with 
special offers. A special 
festival offer announced in 










October 2001, has enabled kinds of finance related 
the bank to disburse| | Way from acting as services to their ro 
ANE da Ae > a intermediaries, who | ‘Universal Banking’ 

‘ aining momentum in 
month period. These |- pool money from one india, although i it has been 
schemes helped the bank to group ends in practice in other parts of 
expand its loan portfolio and | the ee Thus is GHEE 
without putting additional} same fo another, to | the way banking business- 
pressure on its non- ıs conducted in India. 

a one-stop , 
performing debts. being Noting these changes, 
The role of employees, financial shop Indian Bank has partnered 


~ presently 22,400, in the 

© successful restructuring of the bank ıs 

-~ worth praising. Recognizing the need of 
customer service in banking business, 
Indian Bank emphasized more on 
customer relationship management. 

In a situation where there were 
possibilities of Government imposing 
restrictions on the wage structure and a 
moratorium in place on the payments of 
any arrears due to employees, the 
acceptance of employees to these plans 
and their adherence to the actions taken 
by the bank is admirable. In addition to a 
huge number of workforce, the sagging 
morale of the same was hindering the 
restructuring program at the bank. The 

F bank has, under a scheme VRS 2000, 
relieved 3295 employees (1939 officers 
and 1356 award staff). Of this, 2919 
employees were relieved during 2000-01. 


Banks have come a long 


The remaining 376 employees have 


‘ been relieved during 2001-02. The post- 


VRS situation has been effectively 
managed without affecting the bank's 
performance. 

The bank-has taken two specific 
measures for credit expansion. First, the 
bank named 66 branches as ‘credit 
intensive branches’, which specialize in 
credit appraisal and sanctioning. 
Secondly, the bank is building a network 
of ‘credit franchisers’, particularly in the 
rural areas, The bank would lend to the 
franchisers, who in turn would lend to 
individual borrowers. The bank is 
awaiting RBI permission to launch the 
aforesaid scheme. In general, every bank 
has strong strengths where resources and 
energies are concentrated. Some are 
strong in treasury operations and some in 
servicing the corporate sector. In case of 
the Indian Bank, retail sector has turned 
out to be its strength. 


The road ahead 


Banks have come a long way from acting 
as intermediaries, who pool money from 
one group and lends the same to another, 
to being a one-stop 
financial shop providing all 


with HDFC Standard Life 
to distribute the latter’s insurance policies. 
This provides a scope for improving the 
non-interest income of the bank. The 
bank plans to focus on human resources 
in an effort to save costs and is ın the 
process of delegating more powers to 
branch managers and adopting a more 
transparent structure. 

For the current year, the bank has 
plans to be more aggressive in marketing 
the retail loans with special emphasis on 
housing loans. The bank is also working 
on a tie-up with the Union Bank of 


California for handling remittances from. 


United States to India. The success of this 
tie-up will help Indian Bank in earning 
more fee-based income. The bank’s 
overseas branches—the Singapore 
branch and the foreign currency banking 
unit, Colombo are active participants in 


international syndications for financing 
Indian public sector undertakings, 
financial institutions and leading Indian 
corporates thereby enabling the bank 
to have a reliable source of revenue. 
The total business done by these two 
branches stand at Rs. 2814 crore for 
2001-02. On the technology front, the 
bank as of now has computerized 501 
branches and the business hours in 
these branches have been extended. A 
total of 72 ATMs were installed all 
through the country. 

Though the future of the bank is 
looking optimistic, one cannot jump to 
the conclusion that the bank can sustain 
the profit levels and even grow further. 
Nevertheless, the bank has put up a 
decent performance in a situation where 
there is a slowdown in the economy and 
the banking industry itself is suffering 
due to recovery problems in the 


` industrial sector 


Considering the present state of the 
economy and the capital markets, one 
should not expect the bank to support 
itself by internal fund generation or by 
approaching the capital market for 
raising capital, based on its own financials 
and net worth. However, any bailout 
package by the Government should be 
the last resort as otherwise it would 
defeat the very purpose for 
implementing the prudential norms for 
capital adequacy. This is a catch 22 
situation for the bank. 

The hiving off of the bank’s mutual 
fund business to Tata Mutual shows that 
the bank does not have expertise in 
managing this business where there is 
ample scope for growth. The company is 
relying more on retail lending where 
there are big time players like ICICI and 
HDFC dominating the picture. It has to 
be seen whether the company can 
survive the competition from these 
players. Surviving is only a part of the 
big game. Ultimately what matters is. 
whether the company can continue to 
sustain its profitability in the future. Can 
Indian Bank sustain its present 
performance? a 
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Driving ahead 
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The change in guard at Maruti Udyog Lanited (MUL) marks the start of a new race for India’s largest carmaker. Rivals are fast 
encreaching its territory: uto demand is slumping and the race seems to be getting tougher and bumpy. In such a state of affairs, 
the moot question is— can Suzuki do 10 -Yaruti what the French auto giznt Renault did to Romanian carmaker, Dacia? 


Maruti Udyog Limited (MUL), when 

on May 30, his year, Suzuki Mo'or 
Corparatior. (SMC) officially tcok charge 
of it Sor a control premi of Rs. 100C 
crore. Kicking cff the second stage, the 
Government of India plans to renour ce 
its stake fully in the ccuntry’s largest 
carmaker by 2004. The disinvestment 
would give SMC a majority stake along 
with a dominant presence on the board. 
Since 5MC will be enjoying operational 
freedom with Government limiting its 
pres2nce on MUL’s board to twe 
part-time directors post-rigats issue, 
Marva would most certamly be run the 
Suzuk way. 

Tae dominant pesiticr on the board 
woukd allow the Japanese company tc 
take sensitive decisions such a; the 
pricing, the level of indigenizaticn, 
introduction of new mccels, import of 
kits, royalty and technology fee 
payments. SMC's complete control may 
mear new models and. {maybe even the 
final transfer cf zhe controversial gearbox 
techr ology, which had, in the past, teen a 
bone of contention bez.veen the twe 
partners. It may also give the fcrm-er 
monovoly, the much-needed fillip tc fight 
compettion from the lixes of Hyundai 
and tte homebred TELC—. 


i was a turning point ir: the history of 


Suzuki driving 

Whil2 the rights issu2 amount of Rs. 40C 
crore wouldn’t suffize for cruc.al 
development investment, Suzak:’s 
complete control over MUL wou d 
nevertheless, allow the Japenese 
company to come out of Governmert’s 
shield and face the cut-throat indus} 
dynamics and changes in demand-supply 
patte-ns. The Government is also willing 
ta step down from interfering with the 
appcintment and management cf the 
company’s wide venccr and dea er 
netwcrks. Also, as a result of aperaaona_ 
freedom, such boarcroocz. battles as “he 
transfer of gearbox tecknology and the 


SS a 


face-off with the Government on the 
appointment of MD (rem:niscent of 
earlier MD, RSSLN Bhaskarudu’s case in 
1999), which may impede their 
competitiveness, can be avoiced. 
Contrary fo cniics’ apprehensions, Suzuki 
is not interested ın rechristen-ng the firm 
by adding its name and Jagcish Khattar 
will continue as MD. In effect, -zhere would 
be little change in the comparty because it 
has already been a business unit making 
Suzuki’s models. While everybody 
thought that Suzuki might utilize Marut 
to promote its two-wheeler business, 
more so because their JV wiih TVS had 
fallen apart, Suzuki has sternly asserted that 
it has no plans to make Maruti participate 
in the two-wheeler business. In fact, it 
wants to keep Maruti independent and 
expand its export base and strengthen its 
position in India. Suzuki would be 
investing Rs. 250 crore in Maruti for 
setting up a die-cast founcry shop to 
further increase indigeruzaticn of its new 
vehicles and serve the ba-ar.ce local 
content demand in older models. Already 
some models, like 800 and Omni are 95 
percent indigenized. The investment is 
the first after Suzuki took the majority 
stake in Marut and it appears to be a 
good beginning. Suzuki also plans to 
introduce a new model every year. 
Professor S$ Manikutiy of JIM, 
Ahmedabad, says that though Suzuki is 
nota great company worldwide, it is still 
a good and respectable company. He 
opines, “Marut ıs one of its showcases. It 
will definitely not like to see Maruti 
going down under. Global sourang will 
help Maruti because it will enable 1t to 
build up scale benefits, ıt wil deal with 
larger scale production skills; and ıt will 
also help its supply sources. Laszly, it wil 
really hope to become a world player ın 
terms of components and some car models.” 


Changing fortunes 


Maruti, India’s largest automobile 
company, entered the Indiar cer market 





in 1983 with affordable cars for the 
average Indian. It collaborated with SMC, 
highly regarded for its enviable capabilities 
in small car manufacturing, to give the 
Indian consumer a cheaper and stylish 
alternative. Since then, it has launched a 
slew of new models 1n various segments 
of the market. MUL has been a leading 
manufacturer of a wide range of passenger 
cars and utility vehicles having an stalled 
capacity of 250,000 units per annum. 
However, over the years, Maruti has 
lost tremendous ground to tts 
competitors, especially Hyundai Motor. It 
was suffering from losses for quite some 
time and 2000-01 was particularly bad for 
the company. But in a classic turnaround, 
MUL pulled itself from the slump in 
2001-02, registering a net profit of Rs. 55 
crore as against a net loss of Rs. 69 crore in 
the previous year. Last year, it pruned 
about 19 percent of its 5,646-strong 
workforce through VRS. At the same 
time, the company has completed a 
Rs 400 crore expansion project that has 
augmented the total production capacity ` 
to over 4,00,000 vehicles per annum to 
meet the growing competition. Though 
the company was successful in gaining 
some momentum, it remains to be seen 
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whether it will be able to sustain itself. 
Maybe, Suzuki’s control will aid it in 
enduring the nuances of the 
demand-starved car market. 

Maruti has always been important for 
Suzuki and so has Suzuki been to Maruti. 
This interdependence may take a different 
course 1n the future. As Manikutty notes, 
“For the tme being the Suzuki acquisition 
of Maruti seems to be a good thing. 
Beyond five to six years one does not 
know whether the existing synergies will 
continue. Global market knowledge, new 
product technology, export possibilities, 
and a way of working are things that 
Suzuki can bring to Maruti 100 percent 
ownership can reinforce this.” 

Marut has been playing an important 
role as Suzuki’s export base for Europe 
and South Asia. Sukuzi’s control would 
enhance Marut’s competitiveness for not 
just the Indian market but also globally 
Suzuki would also encourage “a 
component exchange program” for 
Asian countries where the Japanese 
carmaker has a presence. These include 
markets lıke Indonesia, Malaysia, 
Vietnam and Myanmar Further, Suzuki 
would promote Marut as a global hub for 
sourcing some of its cars besides 
launching a new model every year. 


Back seat driving? 

True that Suzuki can help Maruti in 
firming up its act in the country, but the 
Japanese auto giant may have little more 
than its technological and engineering 
capabilities to offer. What ıt can give 
Maruti, though, is 1ts management 
practices and wisdom on cost-cutting and 
efficiency. It can also help in marketing. 
Sukuki can further Maruti’s already 
sound strategy of a services thrust. Like 
most global auto companies faced with 
slumping sales and dwindling demand, 
Maruti too ts pushing for services. 
Interestingly, GM, which has a stake in 
Suzuki, has done just that over the years. 
Marut Udyog recently launched its pre- 
owned car business in Faridabad, 
Haryana as part of the company’s four- 
pronged entry into the services related 
areas, which include lease and fleet 
management, auto insurance and auto 
finance. Faridabad ts the ninth city where 
the program named “Marut True Value” 
was introduced. Marut 1s banking on this 
program to expand the family of Maruti 
customers, provide mobility-related 
solutions and extend its relationship with 
the customer during the entire ownership 
cycle. Marutt’s servicing network can 
prove to be a major advantage to this 






















In the first phase o 


make MUL the glob 


venture. If ıt ıs successful in services it 
would have a significant upper hand vis- 
a-vis its rivals, most of whom don’t have 
such an elaborate network. Professor 
Chandrasekhar of IM, Bangalore says, 
“Services are crucial and there is need to 
focus on this. The market 1s very 
competitive. Financing car purchase and 
second-hand car sales is also a lucrative 
market where a presence is important to 
acquire and retain customers. This 1s what 
is going to differentiate companies. 
Marut’s very large domestic base and 
distribution network makes it imperative 
that 1t does not lose out on these aspects.” 


The race ahead 


The time 1s portent for Maruti — arch 
rival Hyunda: Motor India has 
announced its intention to go public; Fiat 
India and General Motors are evaluating 
synergies; others like Ford, Telco are 
flexing their muscles. The first signs of the 
marathon can be clearly seen. And, if 
Maruti has to stay ın the race, the 
Government has to give up any 
temptation to interfere in the affairs of the 
company. Hoping that Suzuki would 
have complete control, unlike ın the case 
of Tata-VSNL where the Government 1s 
very vocal against VSNL investing ın Tata 
Teleservices, Marut: can dream of 
winning the race. Manikutty reflects, “I 
would say that this privatization will 
work if the Government keeps 1ts paws 
off.” 


The Deal at a Glance 


Suzuki currently owns 50 percent stake in the firm, government controls 
49.6 percent and the employees the rest. The rights issue amounting to Rs. 400 
crore fora total of 12.19 lakh shares at a price of Rs. 3280 per share, would see 
the government relinquish its-portion of 6.06 lakh shares to Suzuki Motors for 
a premium of Rs. 1,000 crore. Post rights, the Suzuki holding in MUL would 
rise to 54.2 percent while that of government would drop to 45.54 percent. 
The balance would be with the employees in proportion to their present stake. 


Continuing with the disinvestments process, the government would 
offload its remaining equity through public offer in two phases by April 2004. 
ible offer, government would lower its equity to 25 
percent by March 2003 and the rest would be divested in the following year. 
Suzuki has agreed to underwrite the first public issue of about 36 lakh ah 
held by the government at a price of Rs. 2,300 per share. The government and 
Suzuki would shortly sign a new joint venture agreement that would 
supersede all previous agreements. Under the proposed agreement, Suzuki will 
o for certain models, assist MUL access new 
export markets, give MUL discounts on certain components, set up a task force 
to explore further cost reduction possibilities and 
manufacturing and technical capabilities. According to the agreement with 
the government, Suzuki will also continue with the component discounts it 
forwarded MUL as part of the company’s cost-cutting efforts, last fiscal. 


ares 


essively strengthen MUL’s 


Can Suzuki do a Renault? 


A year and a half after its privatization, 
Romanian carmaker Dacia 1s recovering. 
Its producton and sales have grown in the 
first two months of this year and the 
company is also planning to expand into 
other markets Dacia started producing 
cheap cars for the local market with the 
help of French Renault, one of the world’s 
top 10 automobile producers under a 12- 
year license agreement After the License 
agreement expired ın 1978, ıt continued 
production on its own. For more than 20 
years, Dacia was one of the communist 
regime’s major exports to other Eastern- 
bloc countries. But with the collapse of 
communism and with it the regulated 
Eastern-bloc market, Dacia was faced with 
tough competition. It quickly lost its 
foreign markets and began experiencing 
difficulties at home. Its troubles never got 
better until in 1999, when Renault chipped 
in. Renault bought an initial 51 percent of 
Dacia for $50 mn and a pledge to invest 
some $220 mn over the next five years. At 
present, after two subsequent stock 
acquisitions, Renault owns about 80 
percent of Dacia The French auto giant 
used Dacia’s skilled workforce and low 
wages for 1ts success in emerging markets. 
Essenthally, Suzuki may not be as popular 
and strong as Renault and Maruti may not 
be as desperate as Dacia, but Suzuki’s 
control would be for the good, if not better m 
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Arvind Mills Lid. 


Restructuring paying off 


It might be Arvind Mill’ fight for survival in the denim business, but its entire debt-restructuring plan is a precedent in the Indian 


corporate sector. 


anjay Lalbhai shctld.now be the 
ost happiest CEO on-earth, given 
the successful way in which he has 
handled.the deep debt (amassive Rs. 2,700 
crore) troubles that Arvind Mills was 
forced into because of its over exposures 
in ics flagship denim business. The 
troucles were so deep that the company 
was losing nearly one zore rupees per 
day. It was not able to pay the interests to 
the -enders on the deb-s taken and the 
comzany was almost am the verge of a 
collepse. It was at this Eme that Sarjay 
crafted a proposal for restructuring its 
entre debt. In a way, this proposal was a 
unigue one, because this was never tried 
befo-2 in India and this made the task of 
convincing the lenders to agree to this 
plan. more complex. 

As a result of the rescructuring plan 
the interest burder came down 
substantially and got Arvind Mills the 
dishaction.of becoming “he first Indian 
corpIrate to restructure its entire debt na 
single go. Also, post restructuring, 
Arvind has reported a profit of Rs. 10 
` crore for the first quarter of the financial 
year 2002, after a gap of tnree years. The 
shee: instinct of Sanjay zc survive in the 
business coupled with some bold end 
frank decisions nad enabled Arvind Malls 
to come out of its proklems and stend 
azain on its feet. 


The long journey 

The Arvind Mills Limitec is the flagsaip 
comsaany of Rs. 20 bn La thar Group. The 
group was founded by three Lalbaai 
broth2rs: Kasturbhai, Narottambhai end 
. Chinmanbhai in 190€ and has been 
operating on full-scale veracal integraton 
since 1931. In the mid-193)s Arvind Mills 
dive-sified its portfolio Ey switching to 
high quality fabrics and until 1986, zhe 
portfolio consisted o7 conventional 
procucts like sarees, snitings and law 


value shirting, and dress materials. There. 


was no niche area for Arvind Mills to 
operate tli then. In 1986, A-vind identified 


50 » 


denim as a niche segment and had set up 
India’s first denim manufacturing plantin 


Ahmedabad. It has pioneered the use of . 


denim into non-traditional areas like 
Indian outfits, corporate gift articles, 


stationary, and even briefcases. Over the ‘ 


decades, Arvind Mills had become one of 


the country’s most respected business ` 


houses and by 1997, Arvind Mills Limited 
had become the third largest producer of 
denim in the world. It is also one of the 
largest complex cotton textile mills ın the 
world and is one-of India’s most 


diversified business houses, with a 
significant presence in the textiles, ready-- 
to-wear, agrochemicals, air-conditioners, - 
ar.d telecom industries in India. Inspired ` 


by 1ts success, Arvind established its fully 
owned subsidiary, the Arvind Overseas 
(Mauritius) Ltd., which is one of the 


largest cotton textile conglomerates in the. 


Asia-Pacific region. The dreamrun of 
Arvind Mills continued till 1998. It was 
orly when the world of fashion started 


replacing traditional denim with - 


gabardine and corduroy coupled with the 


sudden collapse of global denim prices. 


and increase in naphtha prices, that 
Arvind Mills had started feeling the pinch. 


The denim passion 

The number of operators in the 
powerloom sector had increased 
substantially by 1987 and Arvind Mulls, 
which was the major player till then, had 
to forego some of its marketshare to the 
new entrants. As a result its profits 
declined and Arvind Mills had reported its 
lowest ever profits (Rs. 76 lakhs) in 1987, 
since its inception. This made Sanjay and 
his team to look at more profitable 
opportunities to invest. The idea was to 
invest in higher end garments, which 
require superior technologies to 
manufacture, where the medium scale 
pawerloom operators could not hope to 
match. It was then that Sanjay and his 
team had their eyes on denim, which had 
a good future worldwide and appeared as 
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THE DENIM GAME 





_a good bet for them. This was the 


beginning of Arvind’s denim saga. 
Keeping pace with global trends, Arvind 
Mills also invested aggressively in the 
denim garments business between 1991 
and 2000. Between 1991 and 1996, Arvind 
Mulls had raised Rs. 1,054 crore to finance 
its expansion in the denim. This also 
included the Rs. 392-crore euro issue. The 
denim business by 1996 had constituted 
65 percent of Arvind’s portfolio. 

The prices of denim were at their peak 
during 1996-97 and a meter of denim 
costed Rs. 93. This tempted Arvind to 
invest further in the denim and Arvind 
exposed itself to high levels of 
concentration risk in denim. Believing 
that scale of operations along with low 
cost of production would give them an 
edge in the worldwide denim business, 
the company had put-up a massive 
manufacturing factory at Sante, 
Ahmedabad, 1n 1997. Arvind took $75 mn 
External Commercial Borrowings (ECBs) 
from the Bank of Nova Scotia-led 


. consorfium for this purpose. This new 


project was supposed to bring in huge 


-cash flows for the denim business. But, 


unfortunately for Arvind,-the global 


denim business started collapsing from 


1998 and the prices of a meter of denim 
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fell down to as low as Rs. 70 from'Rs. 90. 
This huge drop in the prices of denim 


-costed Arvind crores of ıts investment, as 


Rs. 1 per meter drop in denim would 
result in Rs. 10 crore cut in the company’s 
bottom line. There were many reasons 
attributed to the sudden downfall in the 
ee denım prices, some of which, like 


hion, demand and supply imbalances, ' 


were external to Arvind to monitor and 
control them. Since denim was at its peak 
for almost 20 years, huge quantities of 
denim were available all over the world 
and so supply exceeded the demand, 
which had further depressed the global 
prices of denim. 

This was when Arvind committed the 
biggest ever mistake. The management 


thought that this downfall in the prices isa 


temporary phenomenon and they still 


< infused further funds into-the denim 


business. But they were proved wrong. 
Added to this, was the increase in the 
prices of the naphtha, which is used as 
feedstock in Arvind’s captive power 
plants. This had further eroded the 
bottom line and the long-term debt taken 
to finance all the expansion projects 
related to denim had reached a whopping 
Rs. 2,700 crore, from 85 institutional 
lenders all over the world. While there 
were virtually no returns on these 
investments, the interest burden started 
getting bigger and bigger every year and 


‘worse stilt. Arvind could not’ generate 


adequate operational cash from its 
e to service its debt. Of the total 
ong-term debt, the foreign debt was 
Rs. crore; Rs. 580 crore in the form of 
floating rate notes, which are unsecured 
and Rs. 349 crore which 1s a fully secure 


syndicated loan. Indian institutional’ 


investors constituted Rs. 1771 crore of the 
debt. Of all the Indian institutional 
investors, ICICI is the largest lender with 
over Rs. 500 crore. While the 
overemphasis on investing in denim, 
even when the global denim prices were 
falling down, had questioned the 
credibility of investing further in denim, 1t 
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sigs posed serious ae on Arvind’ S 
sincerity to safeguard the interests of the 
lenders. 


Restructuring blues 

In order to survive, Sanjay knew that 
Arvind Mills had to reduce the huge 
outflow of cash in the form of interests on 
its debts. Jardine Fleming was thus 
appointed as advisor to restructure the 
entire debt. Prior to this ICICI along with 
a consortium of offshore lenders, had 
appointed consultancy firm, KSA 
Technopark to prepare a feasible report 
to restructure the entire debt. Arvind 
along with Jardine had prepared a five 
point template for restructuring: One is 
ensuring parity among lenders; two, 
keep the process transparent by keeping 
bilateral deals out; three, make the 
process interactive by forming a lender’s 
steering committee representing 60 
percent of total debt, which would then be 
a forum for negotiating restructuring terms; 
four, keep servicing working capital 
interest and also repay retail debt to small 
investors; five, make the restructuring a 


- priority by dedicating cash flows to debt 


servicing for the next.10 years. 

The crux of the restructuring plan was 
that Arvind would be able to clear only 60 
percent of its total debt and all the 
working capital borrowings and the 
debts of the retailer investors would be 


‘kept out of the restructuring plan to 


reduce the total amount of debt that is to 
be restructured. KSA Technopark had 
made a 10-year period plan with 
projection of Rs. 1200 crore net present 
value of operating cash flows and Rs. 800 
crore (40 percent) would be written off. 


The plan was offered to the investors in 


three options effective from April 2000. 
Investors who wish to exit the company 
immediately would take the biggest write 
off (55 percent). Also, they would not be 
paid any interest. The investors who wish 
to exit the company after five years 
would be paid their full principal with 
four percent interest 
and those who wish 
to be with the 
company for the 
entire ten-year period, 
would be paid full 
principal and 10 
percent interest. The 
main aim of the 


was to decrease the 
interest and finance 
costs. 


Source www equitymaster com 


restructuring plan - 


> Financial Performance (Rs. mn) 
. March 2002 March 2001 


6169 
-1823 
-1823 









The ree proposal was not 
music to all the lenders. But because of 
(a) surging global denim prices and 
(b) Arvind Mills becoming operationally 
more efficient and effective, the lenders, 
mainly the institutional lenders, did not 
try to oppose the proposal. One or two, 
who had rejected the proposal, finally 
had to give their assent, as the Gujarat 
High Court gave legal approval to the 
plan. 


A lesson well learned 


The restructuring enabled Arvind to 
reduce its interest costs by 60 percent, 
which 1s nearly Rs. 150 crore per annum. 
Arvind also took several strategic 
initiatives to improve its operational and 
functional efficiencies. The company had 
shifted from its policy of producing 
commodity denim fabrics to producing 
value added denim styles. Arvind plans 
to sell all its non-core assets in order to 
clear the debts of those investors who 
wish to leave the company immediately. 
It also announced mghts issue of equity 
shares, went for fresh borrowings and 
internal accruals to meet its debt buym, 
back obligations. The company was able 
to reduce the ‘consumption of raw 
materials and finished goods purchases, 
thereby saving cash outflows. All these 
steps helped to again report a profit of 
Rs. 10 crore in the first quarter of 2002- 
2003 after a gap of three years. 

The whole episode was worth a 
lesson for corporate India, especially to 
those who pile up the inventory levels 
and go for rapid business expansion 
without properly assessing the external 
and internal business environments. 
Arvind Mills too had learned a lesson 
from its mismanaged expansion plans. 
Now, the company was focusing more 
on making value added denim in the 
global denim market and has redefined 
its core competency, which is now 
‘product innovation’. m 


Ramakrishna Neti, Team Analyst 
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GlaxoSmithKline Pharma 


Striking back 
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Faced with stiff competitcn from domestic companies and declining demand, GlaxoSmithKline India has opted for a massive 
restructuring. Not only are the results 9f the restructuring good but they are also encouraging the pharma giant to look into the 


future with acptimism. 


ast year, Glaxo India joined the lor g 

kst of companies thar are tryir.g -o 

restructure therr business. Theugh 
itis one of India’s largest ptarmaceutica-s 
company by marketshare, it has been 
forced to restructure :ts Eusiness in lire 
wizh the global parent -c enhance i:s 
future profitab.ity. After a year-and-half 
of restructuring, it has ccome back more 
strongly and raported gadd sales and 
increased profitability. Tre worst seems 
to be cver for the pharma giant. After 15 
successful merger with th2 SmithKlire 
Pharma division, GlaxoSmithKline (GSE) 
Incia is showing impressive figures and 
the orzanizazon is conficent of making 
big ır. Tuture. 


Big move 

Following the restructuring exercise 
undertaken ın GSK Ir dia. zt now seems 
that :t is coming back into reckoning 
strong-v. The restructuring 
exerce being taken u? by 
the phermea —nejcr in line 
with it global parent has 
enabled to improve ite 
figures -n the financial year 
2001-02. Merzed witk 
Smitakline Pharma 
divisicn, the company has 
come out with ar 
impressive growth. After 
struggtng ror nearly twc 
years znd in tne fac2 oj 
declinmig marketshare anc 
poor demand, the 
company has been forcec z0 undertak= 
massive restructuring. It has opted. fcr 
restructure af a time when its cperainz 
margirs started -0 dip, sales showed signs 
of stagnation. At the same time, it was 
saddied with excess manufacturing 
facilities, lator force and low margin 
products. All these factors Fad rnade th2 
company to lose its mar<x2tshare. Th2 
company has z little over six percent 
marketshare in India and Ñ is very much 
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The optimism about 
GSK among the 
investor community is 


understandable by the 
fact that it has shown 


good results 





crucial for it to sustain this. A six percent 
marketshare ın India is a commendable 
marketshare considering the fact that 
Indian pharma market 1s overcrowded, 
highly competitive and fregmented. 

The restructuring drive mainly 
focused on trimming costs and enhancing 
competitiveness. Its mission statement 
was crystal clear from day one—“Grow 
profits faster than sales and retain market 
leadership.” With a target of doubling tts 
margins in three years the company has 
adopted every possibl2 strategy. It 
included selling same of its 
manufacturing facilities and resorting to 
third-party manufacturing to rein in 
expenditure. It has closed down Glaxo’s 
Worl: facility in Mumbai, which would 
resultin a saving ofarounc Rs. 22 crore in 
staff costs alone. Apart -rom that, the 
company ıs also selling most of its 
expensive real estate in Mumbai and 
Bangalore. This exercise is 
believed to release cash to 
the extent cf Rs. 150 crore 
in the current fiscal. It has 
also shed e little over 10 
percent of its workforce 
by introducing a 
voluntary retirement 
scheme. Tke company at 
that time announced that 
the positive effects of 
these measures would get 
reflected in the FY02. 

To achieve its target 
the company has 
embarked on a three-pronged strategy. 
Focusing only on key brands and 
therapeutic segments, channeling the 
existing cost structure ov resorting to 
avery possible cost ra-ionalization 
strategy and leveraging on the marketing 
strength developed over the years. All 
the strategies adopted and those yet to be 
implemented are based on this three- 
oronged strategy. Already the results are 
ancouraging with the organization 





becoming more lean, thin and 
rejuvenated. On the financial front also 
the strategy has enabled the company to 
post good results for the FY01 and in the 
first quarter of the CY02; 1ts sales have 


gone up and Tire expenses came 
down. ts feel that this 1s a positive 
sign for the company and are hopeful that 
it will meet 1ts expectations by the end of 
CY02. An industry expert claims, “With 
sales growing at a healthy rate of 9.5 
percent year on year for Q1 CY02 and 
operating margins improving by 490 
basis points, we remain confident that the 
company will achieve the CY02 targets.” 

The optimism about GSK among the 
investor community is understandable 
by the fact that it has shown good results. 
Its operating margins umproved to 14.1 
percent. Staff costs have come down by 
12.5 percent. The steep reduction in staff 
costs is due to the VRS offered. Also the 
sales rationalization based on the 
company’s new focus on 30 strategic 
products identified by it has enabled to 
improve the margins. Following the new 
lines of focus, the company has deaded to 
concentrate only on branded products 
and has announced the closure of its rural 
marketing division thus moving out of 
low-end generics. 
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GSK India: 2001 Revenue Mix 


(38%) 


In a move to consolidate its position 
the company has also deferred launching 
new products. The company plans to 
focus more on profitable and strategic 
brands. According to an insider, the 
contribution of these products 1s likely to 
go up by 47 percent of total sales in the 
next couple of years. It ıs already pruning 
the 240 plus product portfolio by puting 
aside some of its tail brands and-ceasing 
to promote some of 1ts older low-margin 
products. In the process, the company 
has hived off five products in FY 01 for 
Rs. 24 crore. Similar plans of divesting, 
discontinuing or contracting out are in 
the pipeline. Not only are the product 
lines being streamlined, the company is 
also streamlining its distribution 
network. On the other hand, it has 
shifted the emphasis to more complex 
and highly profitable biotech products. It 
has introduced a new oral treatment for 
Hepatitis-B (a combined vaccine for 
Hepatits A & B), oral smoking-cessahon 
product called Zyban and has also 
entered into a joint marketing tie-up 
with Ranbaxy Laboratories. According 
to an industry expert, these new 
products are unlikely to find any 
competitors in near future and hence can 
boost the company’s profitability. 
Though competition from highly 


E] Anti Infectives 
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E1 Respiratory 
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commoditized “generic generics” 
remains, the company is hopeful of 
sustaining its leadership through more 
focused effort with existing products. It 
seems that the company is trying to 


penetrate more into the market with: 


existing brands and products rather than 
with new products and testing the 
waters. 


Future perfect 


Glaxo India Chairman, Deepak S 
Parekh in his last year AGM pamted a 
brave picture. Following the success of 
the restructuring that Glaxo has gone 
through after its merger with 
SmithKline Beecham Pharma division, 
the optimism surrounding the 
chairman can be easily understandable. 
He said, “Perhaps ten years from now 
we might be carrying cards just like 
credit cards which would tell a doctor 
about our entire genetic make-up. 
Genome mapping will help GSK ın 
discovering novel targets and effective 
treatment. It will also help in having a 
blueprint on which they can develop 
new drugs.” No doubt, post merger, 
Glaxo .is enjoying enhanced 
marketshare, better reach and cost 
synergies. But painting such a long-term 
picture is definitely a brave act. Perhaps 
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the chairman ıs confident about the 
achievement of the company’s targets. 
Referring to the long-term success of 
GSK, an analyst said, “Though the 
companies’ product portfolio boosts of 
some very strong brand names, the 
portfolio faces stiff competition from 
domestic companies. At the best the 
company can grow in line with the 
industry growth rates of 7-8 percent.” 
The growth rate of the industry nor the 
company is attractive enough to bring 


the investors. However, the 
restructuring benefits of the company 
are translating into improving 


valuations in the stock markets. But 
sustaining the growth rates without new 
products may not be possible. So doubts 
about the long-run growth remain 
intact. 

In spite of the concerns, GSK India is 
going to benefit more in future. 
Especially ın the wake of dilution of 
DPCO (Drug Price Control Order), 
many of its strong brand names are 
going to move out of price control. At 
present, 50 percent of the company’s 
sales come from DPCO controlled 
products. So the dilution of DPCO 
control will enable major brands like 
Zinetac, Cobadex, Septran and Zevit to 
come out of price control. These brands 
represent 15 percent of the total 
turnover of the company. Also, once 
Exclusive Marketing Rights and 
Intellectual Property Rights coming 
into force ın 2008-04, and higher awareness 
in health and welfare spending is bound 
to help the company in improving its 
margins. Though the stock may not 
look attractive tll 2003-04, both the 
company management and analysts 
are optimistic about the future of the 
company. m 


Y Chandra Sekhar, Team Analyst 
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Growing Global 


A Corporate Vision Masterclass 


A La ie A ~ 


The bcok describes insigh-s and strateg espracticed k by Acer group Chairman and CEO Stan Shih. He offers readers a collection . 
of teachings, personal refiections and philesophies on cee management i in the ea and highly competitive IT 


industry. 


E 


} 


rowing Global exposes an insicer’s view of the keys to the | 


development cf th2 Acer brand. Skin openly shares the 
successes and failures of Acer in the hope of reducing the 
learning curve for other Asian firms. Itis also directed toward 


non-Asian executives who want to zain an in-depth, 


understanding of the business contexts enc. challenges particular 
to theiz Asian counterparts. By better appreciating how Asian 
businasses cperate, Snih hopes that non-Asian executives can 
develop fruitful allianzes vith their fellow business-makers.in 
Asia, as we all learn to navigate for success in today’s globally 
integrated- knowledge-based economy. 


Shih uses Growing Glohal tc share his views on knowledge 


manegement, development strategy, and organizational désign 
in the information era 
and in light of the IT 
-ndustry trend toward 
super-disintegration. 
Sp2cifically, Shih presents 
Nis 
Incernet Organization 
iO}, an innovative 
approach for effectively 
utl-zing and managing 
global resources in the 
21st century. 


Paradigm shift 


Prior to the ’90s, many 
countries regarded 


GROWING 
GLOBAL 


A Corporate Visten Mescrclase 
Stan Shih , 
Publishers: John Wiley & Sons 
Pages: 236 
Prize: $ 29.95 - 


tc themselves, believing 
thet their- economies 
‘could be self-sufficient. 
Tarwan, at one time the 
locel market for hore ee was p-otected, making it very 
diff.cult for imported prcducts to estebl sh themselves, with the 
eventual result that the Tarwanese hcme appliance industry 
never developed international competitiveness. As far as IT 





preducts in Taiwan, cvties on imported finished goods are - 


currently 5 percent whiz the tax cn imported components is 20 
percent. With the help of this anti-orctectionist policy, Taiwan’s 
- IT industry hes develcred mterratbra. competitiveness. The 
faccs show that prolonged protectonism has no successful 
precedents, though foz industries in +e beginning stages of 
development, therz 1s rothing wrong with the early support 
and guidance provided by protecticnist policies. The situation 
car. be linked to rearirg offepring; mucturing provided during 
‘ch.'dhood is desireble, but permanent coddling and 


Gd + 


concept of the. 


ionism as beneficial. 


v 


r 


rotecti"eness prevents development into matire and robust 

adulthcod. 

_A.korderless market economy: Why is the market 
increasingly borderless? Because a growing proportion of items - 
that everyone wants is not physical goods, which makes them 
easy to share. All that’s needed is to create value, and even if the 
benefited party pays an extremely small fee, thanks to the large _ 
volume of sharing, it can add up to an enormous success. The 


‘vigorous development of the US economy during the '90s 


occurred due to technology sharing, especially in the area of 
software. 

In the borderless market, for a concept to become 
globalized, local environments must be studied and understood. 
In the same manner, if a product 1s not'the result of combining 
the bes- that the world has to offer, it is not competitive, and its 
succes= cannot be sustained. 

Rezenlly, the notion of ‘decentralized organizations’ has 
been much discussed. In fact, the term decentralized in this 
contex: is somewhat misleading as there must always be a 
‘cente-’ for-any task, to initiate and lead. However, in a 
decentralized organization the center 1s not fixed, but is 
determined according to the particular task at hand. The same 
princizle applies to entire industries even if a company is small it 
can be the center at certain junctures, and the role of a large 
company may be that of a’satellite supporting the center. 

The Internet era is one in which businesses will follow the 
supet-disintegration model. Companies are now more into 
strategic outsourcing. In the early ’90s, the US began adopting 
this concept, which meant concentration on core abilities and 
hand:n¢ over other tasks to outside companies. The advantage 
of oussourcing is that a company can stay focused, and even if 
costs are lowered, the outside company providing the 
outscarced services is, certain to be more of an expert in those 
areas and any lowered costs would just be an added bonus. 

S_per-disintegration works this way in the information 
technology industry. Dell and IBM were not proficient at 
man—facturing, so they outsourced it; insisting on doing it 
in-hc.ise would only have made ıt a burden. This outlines the 
idea jf outsourcing, which was quite novel at that time, even if it 
seers like an inevitable development now. - 


Industry Paradigm Shift 
Corsputer architecture evolution 
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The development of computers can be schematized as 
shown in the above figure. Network protocols are very simple 
things in themselves, but with the global open standards and 
self-governing system they make possible, the way the whole 
world works can be said to depend on them. Managing people 
and computer development have similarities, which can be seen 
from the parallel between the history of computer designs and 
the evolution of organizational structures. Computer 
architectures are continually being adjusted to meet changing 

uirements moving from mainframe computers all the way 
to the Internet. The management of people and organizational 
structures will move in similar directions in the future, going 
from the ideal of vertical integration, wherein one does 
everything on one’s own, to disintegration, and then on to 
super-disintegration. The difference is that organizations must 
focus on people, who can’t be captured by the simple model of a 
computer. 

The digital revolution is creating the new economy and in 
various places around the world, it is possible to see the impact 
of changes brought about by the new economy. Even though 
people in these places can keep up with the latest trends, they 
unfortunately have no role spectators, and the author hopes 
that North-east Asia can avoid such a fate and play a role in the 
present scene. In the new economic order of the Internet ear, we 
must be actively engaged in obtaining a role; perhaps ıt won’t be 
the starting role, but at least 1t should be a key supporting part. 

In the new economy, things are happening everywhere, and 
everyday we are in the situation of having to react without 
preparing as fully as we would if there were more time. What is 
the right approach to take? The critical factor is not so much the 
amount of raw effort put into the preparation, but how well we 
can utilize resources, move in the correct direction, and lead our 
organization to do the right things. Even more importantly, you 
must establish an appropriate organizational structure and 
culture, as this will make it easier to adapt to and even take 
advantage of the change. 


Using small size to win big 


In the Internet age, businesses will not compete on the basis of 
who has more people or covers the bigger territory, but on the 
value they create. The most important consideration in the era 
of Internet economy will be whether you can create variable 
bits - digital information, content or solutions. The most 
distinctive feature of the Internet is that avenues for doing 
business are everywhere. Knowledge in the Internet economy 
is disseminated as bits, and the influence it produces may reach 
almost everywhere, challenging old traditions and values. In 
the new economy, the way to wealth has been drastically 
altered. The mode for creating wealth advocated ın the past, 
even if a few principles still apply, has been affected by the 
advent of the Internet in such a way that it may no longer be of 
much use. ee 
In the Internet economy, how is value produced? Most 
people focus their attention on the fact that the value of B2B 
transactions 1s potentially very large while B2C transaction 
. values will likely to be very small in comparison, with little profit 
to earn, leading to the conclusion that effort should be focused 
on B2B. However, in gauging value in the Internet economy, we 
should look at the fees collected from e-commerce transactions, 
and not the total value of the transactions. 


The author claims that Taiwan’s PC industry currently- 


consists of less than one percent of the world market. China and 
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indeed the world will succumb to an Acer management slogan: 
“Use small size to win big”. That motto has helped the group 
weather dramatic changes in PC-related industries. The latest, 
the advent of rented applications as Shih puts 1t “making the use 
of software akin to the use of electricity or water.” That is, you 
are charged for how much you use. The secret for navigating 
such shoals is “large-scale re-engineering,” he writes. “A 
company should undertake [it] every five years.” Acer’s first 
re-engineering worked well. In 1992, Shih applied to PC 
manufacturing the principles that McDonald’s applied to fast 
food. Just as burgers were adapted to national tastes, Acer 
desktops were configured downstream to suit local users. In 


‘1997 he began “re-re-engineering,” which included introducing 


Acer toa US concept “total brand management.” 

In the past, doing business meant talking about how much 
market share you had, but in the Internet economy, the key 
thing to look at is the proportion of the total value that you 
create. Another misconcepton is that in the Internet economy a 
winner can beat out all other competitors and completely take 
over. Furthermore, the advantage of the Internet is that even 1f 
you get beaten, you can still make another go of it. Right now, 
everyone is trying to do portals, but this approach is open to 
question. Once again, the Internet is about super-disintegration; 
there is an unlimited number of market niches ın which value 
can be created. 

The Internet has another area with great potential; 
companies can use Internet business models and technologies to 
lower costs. Creating a new market is not easy, but companies 
can use the Internet to reduce their present costs of doing 
business. The value created in this way 1s not less than that from 
new business opportunities. You must not neglect the use of the 
Internet as a tool for enhancing your current operations. The 
Internet’s potential as a business tool is as a medium where new 
business opportunities can be discovered. However, too many 
people see the Internet as a new business while neglecting its 
importance as a tool. Therefore, seeing the Internet as a tool is 
vital. Many companies in Hong Kong have done this, with even 
real estate companies becoming dot.coms; however, just 
changing a name is undoubtedly not enough. 


Internet organizations 

The iO can be viewed as an evolution of the network 
organization and client-server management structure concepts 
that Shih has presented in the past. The 10 1s based on “virtual 
dream teams”, which he envisions as small, ever-mutating 
groups of specialists who “task” get together as a team, 
accomplish a project, and when finished, move on and 
reassemble for a new project. Shih claims that this “can turn Acer 
into a ‘higher form’ of organization.” 

He also introduces what he calls “Stan Shih’s Competitiveness 
Formula” to explain how competitiveness can be amplified 
through the creation of value and the lowering of costs. In 
relation to this concept, Shih revisits his infamous “Smuling 
Curve,” analyzing the curve from the perspective of the current 
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IT industry. He stresses tha~ the winners in the industry today 
and tomorrew are thos? compan.es that are most 
customer-centric, innovative, and comm ted to providing 
outstancing service and developing intellectual property suchas 
software. 

The 2mergence of super-disintegration means that the most 


standard and open protocol or specitication becomes an - 


extremely important foundation for svsiness. The main 
objective of such standards is to allow conapanies to more easily 
meet various new market requirements a3 tney develop. In the 
recent evolution of human societies, the industrial era has 
develoved into the imformation era, which then 
metam.o->phosed into the era of the kiowledge economy. 
Industrial development has also eiclved from the 
predominance of vertical in-egration to d:sintegration and then 
to the super-disintegration of today. 
i ; -~ The Grgajization Evoictien 
Organization 


` Econemy Industry 


In egration/hierarchy 


Vertical 
Disintesration 
Super-disintegration Network ` 


Indus- ry 
Information - 
Knowledge - 


Flat/empowerment 


“As computing power and talent become ever more 
accessible, organizations evolve. Organizations can be classified 
as hieracchical or networkec. Aor a hierarchical organization, the 
larger ta2 organization, the- easier it is foz cisjunction to occur, 
where the higher levels don’t understand the lower levels. 
Making decisions may require a very long time, and the 
protlem of high er ton: expenditures can easily arise. As a 
result, tre organization 2vclves into a flattened structure with 
greater lianc on delegatior: at each level as a way of avoiding 
the prob-ems that are inherer-t in a hierar=h:cal organization. In 
actuality, the concept ofa network organiza ‘ion was introduced 
some time ago, but there is as yet no defimi-ive conclusion, and 
this :s an area of further inv2stigation. 

Internet organizations meet the needs of a knowledge- 
based economy and super-cisintegration .usmess environment. 
The Internet orgazuzation is an'extremely unique, effective 
- model fat can aid many businesses in raisirg their international 
compevitiveness. Many people complar that Taiwanese 
companies’ willingness to be niche l2acdars is a negative 
attribute, and many people have hopec that the government 
would follow the lead of the South Ko-een government and 
actively cultivate a large wo-ld-class enterorise. In an Internet 
organfzation, each company is like a website, being 
independent and responsid}e for itself, while focusing on the 
most optimal contribution it can make m ıts chosen field. 
Because each company is dependent, bat has the ability to 
work well together and conform to protocols, the organization 


as a whole can develop repidly. In an In-ernet organization, _ 


shared benefits for all parts of the organization must be 
established in order to make effective raragement possible. 


Inspiring creative thinking 

Since innovation originates from crea vity, stimulating 
creativizy 1s obviously vital but how can this be accomplished? 
Contrarian thinking 1s the <ey because the way to get furthest 
from the current direction :s to first make a 180-degree turn in 
the thinking style. If this is Cane today, radia. action need not be 
taken tomorrew. Hence. use thinking; after ell, it costs nothing. 
Contrazian technique works as follows: fs, Iink in a direction 


96 4 ` 





CHARTERED FINANCIAL ANALYST © July 2002 


call 





© There are many products and technologies that are globalized witha 
unified saridard, | 

© Inthe new économy, it is difficult for a business to do everything on 
its own. A single company or business unit cannot do everything on 
its own, there is no way to compete that way. 

¢ Internaronalize marketing means understanding markets, and each 
region's market is different. ` 


e Internationalization means having your own people assigned 
overseas, all the functions involved in running a business. 

e Asa business pursues excellence, the most basic qualities it must 
possess are a great vision and culture. 





180-degrees away from the current direction, and see if there 1s 
some answer for the issue at hand. After contrarian thinking, 
you must rely on collective brainstorming, and at this time you 
need someone with a great deal of experience to lead the 
discussion. However, before this communication takes place, 
the execucive must first confirm whether an employee 1s just 
talking off the top of his or her head, or if what he or she says has 
substance. In running a business, persuading someone else is 
what you know, which has no value; learning something is 
more valuable. 

The umpact of social education on innovation is greater than 
that of academic education. The enormous North American 
market is an important engine behind constant technological 


_innovaticn, but this should not be attributed to a greater 


capacity for innovation ın a country like the US, which 1s much 
younger than other countries with a long history and tradition. 
We have the opportunity to innovate constantly and to develop 
these capabilities. The things we create have a chance to lead the 
world, with 2ven Americans accepting them gladly. 


Approaches to globalization 


During the past decade, commonly heard words in economic 
circles have been globalization and liberalization. The slogans 
are proclaimed loudly, but there are few people discussing what 
globalization actually 1s. In fact, globalization has two levels of 
meaning Cne of these is doing business abroad, which is 
globalization in a geographical sense. The other level is defined 
in terms Df action in the sense that an international standard 
must be r2eached in whatever a company does. 

Globalization requires certain methods, and companies can 
consider those used by successful western and Japanese 
multinationals. However, for Asia the most important thing is to 
develop an approach that is uniquely suited to its particular 
circumstances. 

It is difficult for most Asian companies to internationalize. 
Their local markets are likely to be too small, making them 
unsuitable as a training ground for doing business globally, and 
it is very difficult to build up a global brand starting from the 
local market. In addition, there 1s a shortage of-mternationalized 
workers, end there are no similar markets that can be expanded 
into. 

The Japanese and US experiences c can serve as reference 
points fo: Asian companies, but should not be imitated. If an 
Asian company merely copies their approach, it can only aspire 
to being ¢ second or third rank company at best. Asia must have 
its own unique approach, and this is the reason for Acer’s spirit 
of aggressively undertaking to develop new approaches. 
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On the road to globalization, most of Asia faces relatively 
few problems in the areas of manufacturing and R&D, while its 
challenges in marketing are the greatest. For Asian companies 
to internationalize, a large number of internationalized talents 
are needed. However, Asian companies should not feel too 
discouraged by this; they are not the only ones facing this 
challenge. The businesses in every country have their own 
burdens, but there 1s no choice but to try and overcome them by 
constantly making adjustments and searching for new 
approaches. 


From OEM to OBM 


The biggest challenge for Asian businesses and companies in 
other smaller countries as they internatonalize 1s brand 
management. If their local markets were large enough, such as 
mainland China or the US, creating a strong brand would be 


easier. To establish an international brand, the first priority 1s to 
- gain a large market share in countries nearby. It’s very easy for 


~ 


Asian companies to do Original Equipment Manufacturing 
(OEM). All that’s needed 1s to establish appropriate capabilites 


- and to work cheaper than somebody else, and the OEM 
. customers will come to you. If you add in better design, you’ re 
' ever more competitive. However, the problems with OEM 


` 
>t ro 


- 


become evident over the long-term. Maintaining strong 
performance over a long period is difficult. 


In general, the major transitions to be made in moving from ` 


OEM to OBM (own-brand manufacturing) can be summarized 
as: from simple to complex management, from large scale to 
small, from short time frames to long, from few customers to 
many OBM 1s much more complicated business than OEM, and 
| Management 1s correspondingly more difficult. Whereas the 
\ scale in OEM business is large, OBM means establishing a 


i 


The big risk today is NOT investing in China. 


customer base of one customer at a time, meaning that it is not 
easy to achieve a large scale. Shifting from OEM to OBM means 
shifting from short time frames to long; when a company is 
doing OEM, all that needs to happen is for the customer to place 
an order, and you can do the production and delivery; but with 
OBM there are many preliminaries, after-sales service, and other 
steps to take care of, so the time frame ts lengthened. Customers 
also change from being few in number to many. Therefore, the 
challenges are formidable while making the transition from 
OEM to OBM. 


Vision and corporate culture 
A vision is not simply a goal, but something that 1s worth 
everyone’s long-term effort. Becoming world number one is a 
goal, but not a vision, 1f you become number one, what then? A 
vision is something you pursue constantly over a long period of 
time, and not something you can achieve by tomorrow; 
however, it can’t be something so distant it seems unattainable. 
Few will have the patience to pursue something whose end they 
cannot see, a vision they have no confidence in. The direction 
expressed in a vision must be correct. In establishing a business, 
there must be some idea behind ıt, a mussion, and a vision should 
be related to the mission 1f 1t is to be effective 

A vision provides cumulative results; a business is built up 
over time, and to become effective it has to encourage everyone 
to work in the same directhon. To make the results of these 
efforts grow, a vision is needed, and no task should stray from 
the imperatives of the vision This 1s especially true of running a 
company in the current business environment, which, although 
free is extremely competitive. = 

N Janardhan Rao, Team Analyst 
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— Larry Elson, Chairman and CEO, Oracle Corp., 
commenting in a press Q&A during his recent visit to Beijing 


You can’t just ask customers what they want and then try to give that to them. By the time you get it built, they'll 
want something new. It took us three years to build the NeXT computer. If we’d given customers what they said they 
. | wanted, we’d have built a computer they’d have been happy with a year after we spoke to them—not something 
` | they'd want now. 
Steve Jobs, CEO, Apple Computers. 
Everything exists because of the customer. All action taken should relate to how it will help the customer. 
— Y P Radhakrishnan, Managing Director, SBI and the brain behind SBI’s grandiose project. 
Actually, it’s a small world. We don't have to look for opportunities. They come to us. 


— Chairman and Managing Director, Sterlite Industries, 
on the senes of acquisitions by the Sterlite group ın the disinvestment process 


This combination will be effective as quickly as possible to absorb the best of both sides. 
Bobby Parikh, Chief Executive Officer, Arthur Andersen India, on merger between E&Y and Arthur Andersen. 


! We don’t want India to be left behind in the trade game, but unless India shows that it wants to be taken seriously, the | 
possibility that India will be left behind is all too real. 


*, 
Se a - 


William Lash, American Commerce Department official : 


We want good businesses. A good business with decent management is better. In a bad business, the value that a 
~ | good management can add is very low. 
i Samır Arora, CIO, Alllance Capital, § 
on the choice between companies with good management in bad business and companies 
with bad management in good businesses. 
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July 2002 Examinations 


Th= next ICFAI Examinations for CFA Foundation Course, 
DBF and PGDFA Prozrams are scheduled to be conducted 
from July 06, 2002 to July 28, 2002. The admit cards of the 
aligible candidates who have >een registered for the 
examinations have Feen mailed and also placed on the 
website. Candidates zan download the Admit Card with 
the help of password Candidates can create their own 
password. — 
Ca-didates who are 2igible to teke the examinations but 
not registered by June 15, 2002 can utilize the walk-in 
reg-stration facility to appear for the examination. They are 
required to ncte the fcllowing: 

1. Walk-in Cancidates should submit a separate ERF 

for each subjex:. l 

2 Examination fee along with walk-in registration 
fee is to be paid by way of demand draft only. 
Payment by cheque or casn wil not be accepted. 
Candidates’ should write on the back of the 
demand draft their enrollment number, name and 
_ subjects waick they want to appear. 
4. Candidates should reach the ‘vest Center one hour 
before the examination and meet the chief 
supervisor to complete the walk-in registration 
formalities. 
Candidates are advised to Satisfy themselves about 
their eligibility to appear for the examinations 
(Please refer -Fe ICFAI Candidates Regulations, 
2002 / ICFA. Foundation Course Regulations, 
2092 for eligib-ty). If melizible candidates appear 
for the examirations, their answez scripts will be 
treated as invalid and the examination fee paid by 
them will be forreited. 


Nev Test Centers 


We ate happy to inforr. that ICFAI examinations in July 
2002 will be conducted :n 45 cities. The addresses of Test 
Centers in 29 cities are given in Annexure _V of the ICFAI 


uo. 


Adi 


Candidates Regulatons, 2002. The names of 16 additional” 


cities where [CFA] exantinations wll be ccnducted are as 


follows. 
Code Code Code 
| 


The addresses and othe> details of tne Test Centers in the 
above cites are availatle on the website www.icfai.org 

















Candidates who wish t> appear for the examinations at - 


any of the above-menticred centers are requested to take 
note or the same. 
98 


Correspondence with the Institute (New E-mail ID 


We are happy to inform that the Institute is providing th 
Seme Day E-mail service to the candidates enrolled in th 
vērious distance learning educational programs. In view c 
the above, we request all the students to correspond wit 
ICFAI only through E-mail in order to get prompt response 
ICFAI responds to the candidates’ queries only through. E 
mail. Hence, all students are requested to correspond onl 
through E-mail with the Student Services Department t 
get prompt response. For the convenience of the candidate 
the Student Services Department has changed the E-mail Il 
frem studentservices@icfai org to the following. . 


ssd@icfai.org 


Candidates are advised to use the above E-mail ID fc 
meiling any query to the Student Services Department. 


Annual Service Charges 


Candidates of the DBF/PGDFA Program who are enrolle. 
on or after April 01, 2000 may note that they are required 
pay Annual Service Charges every year. The period of on 
yeer is reckoned from the date of enrollment. 


Wich effect from April 01, 2002, the candidates are require 
to remit the Annual Service Charges before 1* of the mont 
in which the service charges become due‘for payment. 

late fee of Rs. 100 per month“is charged in case of delay 1 
remitting the Annual Service Charges. 


? 


` All candidates who have enrolled in the DBF/PGDF 


prozram on or after April 01, 2000 and not yet remitted th 
Annual Service Charges for the year 2001-2002 and/+ 
2002-2003 are required to remit the Annual Service Chargr 
with a late fee of Rs. 100 per month. Annual Service Charpy 
can be remitted using Form 110 of the ICFAI Candidat 
Regulations, 2002. 


The candidates, who do not remit the Annual Servi 
Charges, will be denied all the student services witho 
further notice. 


Training Classes: July - September 2002 


We wish to inform to the candidates that the next batch - 
the “raining Classes for Group Alpha of the DBF/PGDR, 
Program and the CFA Foundation Course will b 
conducted during July - September 2002 at all the ICFER 
Offices in various cities. The Training Classes are likely A, 
startfrom July 15, 2002 at all the ICFAI Offices. The detaild 
schedule of the Training Classes will be made available ; 
the respective ICFAI Offices. Candidates who are intereste: 
to attend the Training Classes are advised to contact th 
nearest ICFAI Office and register for the Training Classe 
by paying a fee of Rs.1250 per Subject. Candidates may not 
that the Training Classes for the Subjects of Group Alpk. 
will be-conducted at the ICFAI Offices subject to j i 
minimum registration of 10 candidates for each Subject, l 
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l ICFAI Books publishes professional books containing articles of enduring value on select themes 
5 in the areas of Finance, Management, E-Business and Information Technology. 
‘ | z 
Accounting Senes 
i Accounting Sener u 
“Accounting Supply Chain 
Standards - Vol II | | Management in 
the Internet Age 
i 81-7881-040-9 81-7881-016-6 81-7881-026-3 
t 
7 Case Study Series 
Banking & 
N Financial Services 
81-7881-041-7 81-7881-047-6 81-7881-053-0 
h. 
3 
Face of Marketing 
i 
i ry + Lat 
i. 81-7881-015-8 81-788 1-048-4 81-7881-054-9 81-788 1-062-x 
j , 


Series 


` 
ee ad 


Risk Management 


Forex Series Case Studies Series - `, 


Global 


+ we == 


Al | Forex Markets - 







>] | Exchange Rate Conglomerates in Banks 
+1 : 
Dynamics. 
~O A 


81-7881-045-x ` 81-7881-060-3 





us 81-788 1-043-3 í 81-7881-050-6 





Case Study Series 


— e 


IT Infrastructure 











Sunrise Sector 


Sector 
Vol. I 





81-788 1-044-1 81-788 1-046-8 81-7881-055-7 81-7881-058-1 81-7881-056-5 


-H 
al The books are available at all leading bookshops and ICFAI Centers. Orders can also be mailed (quoting the above numbers) 
© directly to.ICFAI Press, 52, Nagarjuna Hills, Punjagutta, Hyderabad 500' 082, India. 
Pa Ph: 040-335-1071, 3411, 4502. Fax : 040-335-2521 E-mail: info@icfaipress.org * 
„~ 
i 
b 
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Uniform Price for each Book 
Price Rs.300 (Special Discount for direct orders (Valid upto August 31, 2002) Rs.50. Net Price Rs.250 
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Visit us for a full catalogue and Order Form at: 
_www.icfaipress.org . - 
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-_ Your Opportunity to Stay Ahead = 


l ICFAI Reader 
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t | Finance 
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Finance Magazine 
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World 





Accounting and 


Insurance | Professional 
Control 


Chronicle Banker 
Insurance and | Modern Banking 
Risk Management Practices 
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Portfolio Organizer! | Projects & Profits | | The ICFAI 

















. In-depth art.cles on 
contemporay themes 





Journal of Applied 
° Debates | Finance 
° Case studies Investment and Project Finance and| | Research Journal in 
o Book sumrr aries Portfolio Management | Management Finance 

















> Domain-spe-cific and k 
interdiscipli vary topics l - £ 
-Uniform Nei Subscription Effective ERTU Global CEO E-Business 
rates (Rs.52 1) for each : 
magazine Management Globalızatıon E-Business 
Practices & Opportunities and | | Applications and 
Insights | | Perspectives | | their Impact 
MANAG EM ENT Marketing | Advertising HRM Review 
Mastermind 


Express 


i } 
Marketing Strate- dvertising and | HR Issues and 
gies and Operations Communications | Solutions : 





MAGAZINES `- 
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Case Folio Best Books The Icfaian Journal | 
of Management 
Visit us for more information and Crder Form at: | | Research 
 www.icfaipress. org | Real-life cases from | 
Current Business Best Business Ideas | | Research Journalin| 4 
Situations | from latest books Management m 


Untform Subscription Rates for each Magazine 


Subscription Per od | lover Price (Rs) |Subscnption Price (Rs) Bonus (Rs) | Total Savings {Rs)j Net Price (Rs) | Savings (%) | _ 
px er el 13 
28 










570 50 T A E 
2 Years 1800 1450 | iso | o soo | 1300 Zä | 283 | 
E Years ESRI 3000 45o | 1o | % | 


Pi 





ICFAI 


~ -= Professional Certification Programs 





Finance, Treasury, Insurance & Management 


Mi 


—_ -m a ` ~ Sd k ~ ” -——= = - - — — > oe ee e 


Certified Risk & 


hartered Financial | Master of Business Diploma in 
Analyst Administration Business Finance 


Insurance Manager 


Duration : 2 years 


Duration : 2 years Duration : 2 years Duration : 1 year 











CTM . GSM 
Certified Portfolio . ~ 
Manager Certified Treasury Certified Global Strategic 
Leading to Manager Investment Banker Management 


CITA. Qualification, London 


Duration : 1 year Duration : 1 year Duration : 1 year 





Duration : 1 year 


+ HIGHLIGHTS | — - FOR WHOM 


@ Innovate Course Design GS Case Study Focus Graduates + Treasury Professionals 
IER Postgraduates + Forex Dealers 
Integrated Educaton Methodolo Unique Examinations System 
© integ . HO Unig y MBAs and MBA Students + insurance Executives 
@ Indepth Coverage of Subjects @ Endorsed by Leading Employers CAs, CWAs, CSs © eens 
@ Quality Course Material QÍ Excellent Career Opportunities CAIIBs, Bankers + Investment Bankers 
@ Refresher Classes all over india @ Placement Assistance 


+++ + + + 


Corporate Fin Executives + Working Executives 


Visit us at 


www.icfai.org 
For download of Prospectuses. 





“~ — — — Please X< here and mail/fax/e-mail this COUPON, along with your Brlef Blo-data, to ICFAI— — — 


To, The Programs Officer, ICFAI, 52, Nagarjuna Hills, Punjagutta, Hyderabad 500082. 
Ph * 040-335-1071, 3411, 3413, 4502. Fax : 040-335-2521. E-mail : info @icfal.org. 


a | am enclosing my bio-data. Please send me a Prospectus and Application for the Program ticked (3) below [specify the Program]: 
: J CFA C MBA [JDBF CJc-RIM cpm OctTmM OCIB O GSM 





: Name: | Qualifications: 
: Address: 


` Ciy: State: Pin: E-mail 
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Choose a Program, that can put your career on fast-track. 


ICFA! Business Schools Admission Test (IBSAT-2002): December 22, 2002 


FA! Business Schools nave been ranked among 
the Top B-Schools in India in the B-Schools surveys 
conducted by Ouflook-MDRA in September 2001 and 
E-usiness India-AIMA in November 2001. 


C 15th Rank on overall basis 
C 10th Rank among the Non-IiM B-Schools 
C 4th Rank amo1y B-Schocls set-up after 1990 
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BUSINESS SCHOOLS 


Ahmedabad, Bangalore, Chennai, Hyderabad 
Kolkata, Mumbai, New Delhi and Pune 





' “For mare information on Campus Programs, please contact: 
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. ICFAL Business School, 62, Nagarjuna Hills, Punjagutta, Hyderabad 500082. Website : www.ibsat.org | 
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Enter 
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World of Treasury 





Global Affiliations === 







Areas of Competence 















www, acimindia.org 


E m Collaboration with The Association of Chartered 
4 Treasury Managers, USA 
- 4 Z Treasury Functions & Control | m Member, Intematonal Group of Treasury 
E Associations, Canada 
aa @ Cash Management 2 
E g Technical Analysis 
@ Asset-Llability Management For Whom 
o MBAs, CAs, CWAs, CSs, CAIIBs and 
f Ø Financial Markets & Instruments n eS] 
@ Forex Management ! fee eee 
i i @ Financial Risk Management , m Distance Leaming Mode with Examinations 
m Duration : One year 
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Srce inception. one of the arms of HDFC Income Fund has been to try 
ana minimise the ris< on your investment:. The objective ts to optimise 
retu-ns while maintaining a balance of <afaty, yield and liquidity. And by 
investing your money m debt & morey market instruments, HDFC 
Income Fund could become one o` the waysto add to your Income. 
After all, shouldn’t we try to keep your savings as far from risk as possible? 





: Log on tc wew.hdfcfund.com or e-mail to diser@hdfcindia.com - 


For mora information, or ccpy ot the offar document and abridged offer document along with an appicaton form, contact any of our Investor Service Centres 
at: MUw BAI @ Churchgate Tel. 922-2029111, 2316C3) @ Farel Tel: 022-4137497 @ Andheri Tel: 022-8250048/49/50 @ Navi Mumbal Tel 022-7905203/04 
@ Thame Tel: 022-5451114/15/16 @ PUNE “al: 029-400 6673, 5511675 @ KOLKATA Tel. 033-2481981, 2481327 @ NEW DELHI Tel 011-3351317/18 
@ BANGALORE Tel: 080-29C8575, 2998583/84 @ CHENNAI Tel 044-8553838, 8510599 @ HYDERABAD Tel: 040-3233875, 3235654 


Registarad Office: Ramon House, 3re Floor, H.T. Parakh Wacg, 169, Backbay Reclamation, Churchgate, Mumbel 400 020. Risk Factors: Mutual Funds and secures investments are 
sub,ect © market asks, and thera can be no assurance cr gta-antea that the Scheme objectives will be achieved As with any Investment in secuntes, the Net Asset Value of Units 
issusd under the Schena may go up a down Jepend’ng an the various factors and forces affectg the capital market Past performance of the Sponsor/AMC/Mutual Fund/Scheme(s) 
and Its acfllates Jo not Indicate fhe future performancs of he Schame of the Mutual Fund The Sponsor ts not responsible or kable for any loss or shortfall resulting from the operations 
of ite Ccrame beyond the initial contriouton of Rs 1 lekh mada by it towards setting up of the Mutual Fund HDFC Income Fund {an open-ended Income Schema, the pnmery objective 
of the Sename k to optir ise retums viule maittainne a tala:ca of safety, yeld and hqudity) fs the name of the Scheme and does not in any manner mdicate erther the quality of the 
Scheme ar its fuwure prospects and retums Investors in the scheme are not being offered any guaranteed/assured returns Please call any of the Investor Service Centres (SCs) 
and dobta a copy cf the Cifer Dosumest and read the sam: ce evully before Investing Statutory Details. HDFC Mutual Fund has been set up as a trust by Housing Development Anance 
Corporatxin Limtec (liabusty restricted ze the intial coraus 3f Fs. t lakh) with HDFC Trustee Company Limited as the trustee (Trustee under the Indian Trust Act, 1882) and with HDFC 
| Asset Natagement Company Lined 6 the Invastmenc Menager. The AMC will calculate and publish NAVs and ofer sales and redemptions of Units at NAV based priceson all Business 
Daye. Entry load: Hil. Eat load: in respect of each purci ase / switch~in of Units, upto and including Rs 10 Lakh in value, an Eat Load of 0 50% 1s payable f Units areredeemed / 
switched - out within six months mom the date cf allotrent. in espect of each purchase / switch - in of Units, greater than Rs 10 Lakh in value, an Exit Load of 0 25% Is payable if Units 
are redeet ed / sarched ~- out within three months from the des of allotment Asset allocation (percentage of net assets). Debt Instruments’ 80-100, Money Market Instruments.0-20 
In view of tye individual nature of tax consequences, each uveeio™ Is achised to consult his / her own professional tax advisor 
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